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‘he simple truth 


about Data Processing 


To get the on-time information they require, 


many executives visualize the need for a battery 


of expensive equipment. Yet there is a low-cost system 


that fits your company as it stands and as it grows. 


To a great many businessmen today, data process- 
ing is somewhat suspect. On the one hand, there’s 
general agreement on the nxeed for office automa- 
tion—but, on the other, there’s the fear that the 
data processing equipment required to bring it 
about will alter their procedures, their people, 
their profits. 


Then, too, there’s the expense of that equip- 
ment. And the often considerable gamble that the 
large investment called for won’t ultimately pay 
off in results. 


Much of this feeling about data processing, of 
course, is justified. Most available systems are 
large and unwieldy. More than that, they’re com- 
plicated. Special personnel must be found to 
run them. Your own people must be thoroughly 
trained. And, as for your methods of doing busi- 
ness—even they must often be altered to the 
machines. 


Among all of today’s data processing systems, 
there is only one which does not impose these 
burdens. 


That system is Automatic Keysort. Easy to use, 
remarkably low in cost, Automatic Keysort is the 
servant of your business and your people—never 
their master. 


Reason ? Only Automatic Keysort utilizes mar- 
ginally-notched original records for quick, easy 
sorting and classification. Only Automatic Key- 
sort gives you automatic coding and tabulation 
with one low-cost machine! Only Automatic Key- 
sort is designed to adapt to your way of doing 
business. 


Result: with Automatic Keysort you get the 
management reports you want when you want 
them. Without specialized personnel. Without dis- 
rupting your procedures. And at a cost that will 
truly surprise you. 


Your nearby Royal McBee Data Processing 
Representative will be happy to tell you more 
about Automatic Keysort as it relates to your 
business—whatever it may be. Call him, or write 
Royal McBee Corporation, Data Processing Divi- 
sion, Port Chester, New York for brochure S-500. 


ROYAL MCE EE - data processing division 
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2. To compare performance with operat- 
ing plans and standards, and to report and 
interpret the results of operations to all 
levels of management and to the owners of 
the business. This function includes the 
formulation and administration of account- 
ing policy and the compilation of statisti- 
cal records and special reports as required. 
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‘Editorial material in THE CONTROLLER is 
‘selected in accordance with the following: 
d 


' CONCEPT OF MODERN CONTROLLERSHIP 


1. To establish, coordinate and admin- 
| ister, as an integral part of management, 
| an adequate plan for the control of opera- 
tions. Such a plan would provide, to the 
extent required in the business, profit plan- 
ning, programs for capital investing and 
for financing, sales forecasts, expense budg- 
ets and cost standards, together with the 
necessary procedures to effectuate the plan. 


3. To consult with all segments of man- 
agement responsible for policy or action 
concerning any phase of the operation of 
Hy the business as it relates to the attainment 

of objectives and the effectiveness of pol- 
ities, organization structure and procedures. 


4. To administer tax policies and pro- 


5. To supervise or coordinate the prepa- 
ration of reports to governmental agencies. 


6. To assure fiscal protection for the as- 
sets of the business through adequate in- 
ternal control and proper insurance cover- 


continuously appraise economic 
and social forces, and government influ- 
ences, and interpret their effect upon the 


Magazine Publishers 
Association, Inc. 
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EDUCATION OF A PRESIDENT 


Editors, THE CONTROLLER: 

To the controller whose company presi- 
dent wants to educate himself in control- 
lership, finance and accounting (THE 
CONTROLLER, December 1959, page 555) 
I would make the following suggestions: 

If your president is willing and has 
the time to take a course of study, I would 
recommend his participation in the Amer- 
ican Management Association’s five-day 
Orientation Seminar on Fundamentals of 
Finance and Accounting for Nonfinancial 
Executives. This is designed for manage- 
ment executives and is given every few 
months in New York and other major 
cities. 

If he is in the New York area and can 
attend evening sessions at New York 










FACTUAL 
APPRAISALS 


for every valuation need 





@ Insurance — coverage 
and proof of loss 





@ Property, cost and 
general accounting 





@ Corporation finance 





@ Legal requirements 








@ Purchase or sale 








@ Reorganization, merger 
or consolidation 


THE LLOYD-THOMAS co. 


Recognized Appraisal Authorities 
4411 Ravenswood Ave., Chicago 40, III. 





Offices — Coast to Coast 


First for Factual Appraisals Since 1910 





University Graduate School of Business 
Administration, there are some excellent 
courses in Corporate Finance which are 
not too technical. One of the best is Fi- 
nancial Administration given by Dr. 
Jules I. Bogen (editor of the Financial 
Handbook and New York Journal of 
Commerce). Other universities can also 
offer valuable graduate courses of this 
nature. 

As reading materials, I would recom- 
mend: 


Financial Handbook (Third edition— 
1952) edited by Dr. Jules I. Bogen, 
Ronald Press 

Accountants Handbook (Fourth edition 
—1957), Ronald Press 

Practical Financial Statement Analysis 
(1957 edition), R. A. Foulke (vice presi- 
dent, Dun & Bradstreet) 

Management Accounting for Profit 
Control by I. Wayne Keller (McGraw- 
Hill—1957) 

Budgeting: Profit Planning and Fi- 
nancial Control by Glenn A. Welsch 
(Prentice-Hall—1957) 

General articles on financial manage- 
ment found in THE CONTROLLER* and 
Harvard Business Review. 


If I were the controller of his com- 
pany, I would also consider it my re- 
sponsibility to provide him with control 
tools which would enable him to measure 
his own effectiveness in the areas which 
are his responsibility, such as net sales, 
net profit before and after taxes, return on 
investment, return on net worth, earnings 
per share, and stockholder’s equity per 
share. I would also give him similar meas- 
ures of the effectiveness of each of the 
officers reporting to him, each designed 
to reflect the functions which are the 
particular man’s responsibility or which 
are controllable by him. 


* As a supplement to the three-part article 
entitled ‘The Corporate Controller’ reprinted 
from THE CONTROLLER (Oct. and Dec. 1958 
and Feb. 1959) the president will find a three- 
page bibliography on subjects pertaining to 
controllership that will prove convenient. The 
three-parts-in-one reprint is available at $1.25 
per copy. Address Reprints, THE CONTROLLER, 
Two Park Avenue, New York 16, N. Y. 


Each control report would be expressed 
in simple, explicit and unambiguous 
terms, without extraneous detail. It would 
include sufficient historical data to pro. 
vide a frame of reference or trend; the 
current position, both actual and com. 
pared with budget; and the forecast for 
the immediate and more remote future, 

Each report would highlight variances 
calling for corrective action, and would 
be presented promptly enough after the 
close of the period for such action to be 
truly effective. I would submit the key 
factors also in graphic form. 

I would also provide him with analyses 
designed to assist him in establishing de. 
partmental performance goals and prices, 
based on break-even analysis of fixed and 
variable cost factors. 

With these controls in his hands, your 
president should feel confident that the 
financial administration of his company 
is in good hands and that he can safely 
take the time to orient himself in financial 
techniques. 


DONALD M. CRAWFORD 
Manager 

Management Controls Division 
Barrington Associates, Inc. 
New York 


THE ANNUAL CON vs. COMP 
Editors, THE CONTROLLER: 


Several times a year I am asked “What 
is the difference between a comptroller 
and a controller?” 

You and I know there isn’t any, but I ¥ 
know I can answer that type of question § 
much more readily if I could recall the 
excellent explanation of the two words 
published in THE CONTROLLER several 
years ago. If you have a reprint or copy of 
it, I would certainly appreciate it. 17 
wonder, too, if it wouldn’t be edifying to | 
our members if this statement in THE 
CONTROLLER were published again. 


R. W. ANDERSON 
Koehring-Waterous Ltd. 
Brantford, Ontario 
Canada 


A leaflet re CON/COMP is available for 
anyone who is asked this seemingly baffling 
question. Address Reprints, THE CONTROLLER, 
Two Park Avenue, New York 16, N. Y. 
(Gratis) —T he Editors. 


DOCTORAL DISSERTATION 


Editors, THE CONTROLLER: 

I am engaged in preparing a doctoral 
dissertation at the Graduate School of 
Business, Stanford University, California, 
on the subject of disclosure on financial 
statements. 

As is the custom in many such disserta- 
tions, I should like to provide supportive 
or illustrative materials for some of the 
contentions I seek to advance. 

I should, therefore, like to request 
permission to use excerpts or statistical 

(Continued on page 50) 
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| this 1s automatic 
}XEROGRAPHY... 


How to make ‘Impossible’ Deadlines: 


20 Copies of a 500-Page Report...in 3 Hours! 


PUSH THE BUTTON 
and copies flow! 


It isn’t often that anyone wants 20 
copies of a 500-page report. 

But a client of a Pittsburgh en- 
gineering firm did. Moreover, he 
wanted them in a hurry. 

A few years ago, meeting the dead- 
line he set would have been impossi- 
ble. Besides, the cost would have been 
prohibitive. 

Today neither is true, thanks to 
automatic xerography. By means of 
a XeroX® Copyflo® 11 continuous 
printer and offset duplicating, run- 
ning off 20 copies of a 500-page re- 
port would be amazingly simple .. . 
the work of a single morning. 

A Copyflo 11 continuous printer 
prepares offset paper masters, at the 
rate of 20 linear feet a minute, on a 
continuous roll 2,000 feet long and 
11 inches wide. The roll is cut into in- 
dividual masters, which are then 
mounted on offset duplicators for 
runoff of multiple copies. 


Copyflo printers also copy onto 
plain, unsensitized paper or translu- 
cent vellum for diazo-type reproduc- 
tion. They enlarge, reduce, or copy 
size to size, offering the speediest, 
most flexible, most economical way to 
get copies precisely like the originals 
from opaque documents of all kinds 
or from microfilm. 

You, too, can make “impossible” 
deadlines with a Copyflo printer. Just 
push the button . . . and copies flow! 

For complete information write 
Hatow XErRox Inc., 60-122X Haloid 
St., Rochester 3, N. Y. Branch offices 
in principal U.S. and Canadian cities. 
Overseas: Rank-Xerox Ltd., London. 


HALOID 
XEROX 














PRACTIMATION 





A new word, which means more than automation, 


for it is the custom-fitted application of today’s finest 


automation equipment to your particular needs... 


This announcement is a culmination of Friden’s years in integrated data 
processing. Friden’s assumption of responsibility for the most important 
phase of automation—its practical application. 

The first step to PractiMation is a critical analysis of your office. Second, 
an outline of objectives for increasing its efficiency (without personnel 
changes). Then, consult your Friden man. He is an expert, and has solved 
a good many problems like yours. His help can be invaluable. 

Next, you need equipment that can be used by your present employees 
without special training; equipment which is sanely priced, easy to install. 
And, above all, equipment which is expandable with your business. 


Here are some good examples: 


A. Friden SBT Calculator—the famous 
“Thinking Machine of American Business.”’ 
Touch-one-key simplicity. Performs more 
steps in figure-work without operator deci- 
sions than any other calculating machine 
ever developed. 

B. Friden COMPUTYPER® ( Model CTS)— 
writes and figures a complete invoice in one 
operation with virtually no operator inter- 
vention. Reads alphabetical or numerical 
data from punched tape, edge-punched cards 
or tabulating cards; data not pre-punched is 





FRIDEN, ING, SAN LEANDRO, CALIFORNIA © 


entered through the typewriter keyboard. 
The Computyper CTS and any good typist 
make up an entire billing department. 

C. Friden JUSTOWRITER® —makes any 
typist a skilled type compositor. Automati- 
cally provides i shen -looking composi- 
tion for offset reproduction. 


These are just three. Friden’s full line of adding 
machines, calculators, accounting machines, 
mail room equipment, and “‘Tape Talk” IDP 
equipment can fully automate your office. Call 
your Friden man today, or write directly to 
Friden, Inc. 


© 1960 FRIDEN, INC. 


rriden ne 


SALES, INSTRUCTION, SERVICE, THROUGHOUT THE FREE WORLD. 





data from materials for which your organ. 
ization holds the copyrights or which it 
has sponsored including: R. K. Mautz, 
“Full Disclosure of Financial Transac. 
tions” in the January 1953 issue of THE 
CONTROLLER and Elmo Roper, for Con- 
trollership Foundation, ‘‘A Report on 
What Information People Want About 
Policies and Financial Conditions of Cor. 
porations,’ 1948. 

I shall be grateful if it is possible to 
grant such permission. Any materials used 
will, of course, be appropriately identified 
as to source. 


DELBERT E. WILLIAMSON 
La Mesa, California 


FINANCIAL MANAGEMENT 
Editors, THE CONTROLLER: 
In the August 1957 issue of THE Con. 


TROLLER there appeared an article by : 
FIN 


Louis O. Foster entitled “Rates of Re. 
turn: The Effects of Borrowing.” We 
would like to use this article as an assign- 
ment in our course in Financial Principles. 
May we have your permission to repro- 
duce this article and place 20 copies in 
our library where it will be available to 
our students ? 


VirGIL M. BETT 

Assistant Professor of Finance 
University of Michigan 

Ann Arbor, Mich. 


Editors, THE CONTROLLER: 
I should like very much to have permis- 


| sion to mimeograph the article by Profes- 


sor J. F. Weston entitled “Financial Im- 
plications of Growth” which appeared in 
the March 1958 issue of THE CONTROL- 
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management and in my classes—giving, © 


of course, proper credit to the source. 
I am sure this article will prove ex- 
tremely useful to the advanced seminar. 


ELI SCHWARTZ 

Associate Professor of Finance 
Lehigh University 

Bethlehem, Pa. 


LITTLE BOUQUETS .. . 


Your publication, THE CONTROLLER, 
to which I have subscribed for some time 
has proved to be an outstanding publica- 
tion.—RJC 


ee 


. and, incidentally, may I say that, 
as a subscriber to your journal, I find it 
most useful.”—Prof. PVR 





FOUNDRY CONSULTANT 
NONFERROUS 
Sand Casting; Permanent Mold Casting; 
Centrifugal Casting: in Aluminum, Brasses, 
Bronzes. 30% Leaded Bronze; Aircraft 
Quality Bearings and Castings. 
Ed Jenkins, 286 Penobscot Bldg. 

Detroit, Mich. Phone—Woodward 5-794/ 
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HOW AN ELECTRONICS MANUFACTURER SHARPENED 


Cost Responsibilities 


Thomas S. Dudick 


ah FRO DU E€ TFT k.oO N 

When Allen B. DuMont Laboratories reached its peak of 
growth in 1954-55, it found, as many other companies did in 
the post-war period, that it had expanded beyond its ability to 
finance its varied activities. The company spun off its two major 
telecasting stations and discontinued network operations. Both 
these activities had contributed to sizable deficits. 

Concurrently, a finance-oriented president and a new con- 
troller were brought into the picture. The controller, realizing 
that a policy of retrenchment and close controls must be sub- 
stituted for a policy of expansion and spending, took a critical 
look at the conventional forms in which budgetary controls and 
profit-and-loss statements were being used. He found that the 
close intermingling of costs for an entire product division made 
it difficult for either the sales manager or manufacturing man- 


é ager willingly to accept responsibility for the financial results. 


In the event of a poor showing, each could blame the other and 
neither could be pinned down. 

The paper which follows describes how the company was re- 
organized in order to pinpoint responsibility and control more 
clearly, how the profit-and-loss statement was altered to reflect 


| the new organization, and how budgets were established for use 


in forecasting and control. 
* * * 
Prior To 1957 Allen B. DuMont Laboratories, Inc., was, like 
many companies in the electronics industry, organized on an 
autonomous divisional basis. This meant that the vice president 


| in charge of each division was responsible for all manufacturing, 


sales, and engineering within it. Under this arrangement, Du- 
Mont had the following basic product divisions: TV Picture 
Tube Division; Industrial Tube Division; Government Divi- 
sion; Technical Products Division; and TV Receiver Division 
(which has since been sold). 


| MAPPING OUT THE NEW ORGANIZATION 


The new management, after a year’s study, came to the con- 
clusion that the company’s goals would be better served by a 


| complete separation of the manufacturing, sales, and engineer- 


ing functions. This would permit a top manufacturing man to 
head up all manufacturing within a homogeneous group of 


| products. It would likewise permit a strong sales personality, 








| who might be devoid of manufacturing know-how, to spark the 


selling effort without being concerned directly with the problem 
of manufacturing or engineering the product. Such an arrange- 
ment would also permit the research and development group 
to spread its know-how over all products and thus relieve the 
manufacturing staff of all engineering problems except those 
pertaining directly to production. 





A budget application to implement 
forecasting and control of sales 

and manufacturing costs as put into 

effect by Allen B. DuMont Laboratories, Inc. 


The company’s manufacturing activity was organized under 
two basic product groups. Tube operations were consolidated as 
one, while equipment manufacturing made up the other group. 
All products using circuits were included in the latter. Some of 
these were oscilloscopes, signal generators, mobile radios, indus- 
trial television, and engine analyzers. 

The organization change for equipment manufacturing was 
undertaken first. The manufacturing manager heading up this 
activity now bases his production schedules on sales forecasts 
from the newly formed equipment sales division. 

The manufacturing division sells to the sales division at an 
agreed-upon price which, besides covering the cost of materials, 
labor and overhead, must also include in its overhead charge an 
amount to cover interest on investment. This is a monthly charge 
of one-half of one per cent of the total cost of fixed assets and 
inventories used in manufacturing. Finished goods are not in- 
cluded as they become the property of the sales division im- 
mediately upon completion. 

The sales division is broken down by product managers—one 
for each group of products requiring a similar type of effort. 
Industrial television, for example, is under a separate product 
manager since industrial applications of TV require field engi- 
neering and are sold through channels entirely different from 
those of any other products. Transfers from manufacturing 
become finished goods in the sales division and cost of sales on 
the sales profit-and-loss statement as they are sold. The sales 
division profit-and-loss statement picks up the usual deductions 
and allowances, selling expenses, advertising, commissions, and 
freight. In addition, it is charged for development engineering 
based on engineering development orders. 

Finally, interest on investment is provided for. Here, as in 


THOMAS S. DUDICK, a graduate of 
New York University, is management 

’ consultant for the Raytheon Company, 
Waltham, Massachusetts. He was 
budget director for Allen B. DuMont 
Laboratories, Inc., Clifton, N. J., when 
this article was written. He is author of 
a number of papers that have been 
published in THE CONTROLLER, the 
NAA Bulletin and Business Budgeting. 
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manufacturing, the rate charged is one-half of one per cent each 
month for receivables and finished inventories. Interest on in- 
vestment is a means of distributing the corporate office costs. The 
advantage of this method is that it places an incentive on reduc- 
tion of inventories. The corporate office, in turn, must hold its 
costs below the aggregate of interest charges made to all the 
divisions. 


THE PROFIT-AND-LOSS STATEMENT 

In preparing the operating statement at month-end, the manu- 
facturing and sales operating costs are placed side by side in 
order to show the combined results for each product. Thus the 
profit-and-loss statement will show a profit which reflects the 
volume of orders released to the manufacturing group. If this 
volume is greater or less than that needed for complete absorp- 
tion of the fixed costs of manufacturing, the profit will be 
increased or decreased accordingly, through allocation of over- 
and underabsorbed overhead. Management has chosen to do 
this in order to emphasize the sales divisions’ responsibility to 
keep the factory loaded. The method of distributing the over- 
or underabsorbed overhead is demonstrated below: 








Labor in Difference 
Production Labor x Fixed 
Schedule Incurred Difference Ovhd. Rate 
Product A $ 300,000 $300,000 —0— —0— 
Product B 300,000 100,000 (200,000) (150,000) 
Product C 100,000 50,000 ( 50,000) ( 37,500) 
Product D 100,000 150,000 50,000 37,500 
Product E 200,000 200,000 —0— —0— 
$1,000,000 $800,000 (200,000) (150,000) 


THE ANNUAL BUDGET 

Initially, in preparing the budget for the coming year, each 
division prepares annual figures only. Working with annual 
amounts reduces the work substantially and cuts down the time 
required for preparation. The annual budget is reviewed care- 
fully by the controller to determine whether the return on in- 
vestment in inventories and fixed assets is within satisfactory 
limits. The divisional budgets are consolidated on an over-all 
company basis to determine whether the total company plan for 
the new year meets with management's approval. In the elec- 
tronics industry a 25 per cent return on investment is considered 
desirable. If changes are required, keeping the figures in annua! 
form facilitates revisions. 


SALES ESTIMATES—THE STARTING POINT 

Each product manager collects from his staff a realistic esti- 
mate of the sales which can be anticipated for the subsequent 
year. The pressure for realism is self-generated because the sales 
group realizes that an overoptimistic forecast bears the penalty 
of a corresponding amount of underabsorbed overhead. On the 
other hand, too conservative an estimate will cause the overhead 
rates used in transfer prices to be too high resulting in an in- 
accurate cost-of-sales ratio during the coming year. 

Each product manager's sales estimate made up for the total 
year is then broken down by months on the product’s normal 
seasonal pattern adjusted for known factors. 


THE MANUFACTURING DIVISION BUDGET 

As soon as sales estimates are approved, they are forwarded 
to the manufacturing division. The production control and 
methods departments evaluate the sales figures in terms of ma- 
terial and labor needed to produce each product. With these two 
elements of cost determined, overhead requirements are then 
calculated. In calculating overhead, individual budgets are pre- 
pared for each of the centers, i.e., production control, purchas- 
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ing, accounting, assembly, quality control, etc. These are cop. 
solidated for a total equipment manufacturing budget and 
overhead rates are then determined. 


THE SALES DIVISION BUDGET 

Having established its annual sales level forecast by products F 
and knowing the cost of transfers made to it by manufacturing 
the sales division calculates various other costs and deduction; 
(appearing on the profit-and-loss statement in Exhibit 1). Ep. 
gineering expense is estimated jointly by the sales division and 
the research and development division after evaluation of the 
plans for the coming year. 


ee 




















EXHIBIT 1 
PRODUCT G 

PROFIT-AND-LOSS STATEMENT APRIL 1958 

Manufacturing Sales Interdiv. Combined 
Division Division Elimination Result § 
Gross Sales $ $200,000 $ $200,000 
Less Returns 6,000 6,000 : 
Net Sales 150,000 194,000 150,000 194,000 : 

Cost of Sales 

Material 74,000 76,000 74,000 76,000 © 

Labor 30,000 32,000 30,000 32,000 
Overhead 36,000 37,000 36,000 37,000 & 
Total Cost of Sales 140,000 145,000 140,000 145,000 | 
Overhead Incurred 36,000 36,000 F 
Overhead Absorbed 30,000 30,000 & 
(Over) or Underabsorbed 6,000 6,000 © 
Distribution Costs ’ 

Selling Expenses 15,000 15,000 

Advertising Expenses 1,000 1,000 
Commissions Paid Out 2,000 2,000 & 
Freight Out 500 500 F 

Total Distribution Costs 18,500 18,500 
Engineering Expense 12,000 12,000 & 
Division Profit or Loss 4,000 18,500 10,000 12,500 F 
Interest on Investment 5,000 8,000 13,000 

Company Profit or Loss (1,000) 10,500 10,000 (500 


SEPARATING THE FIXED AND VARIABLE COSTS 
IN MANUFACTURING 

Upon consolidation and approval of the total company budget 1 
the sales, manufacturing, and engineering divisions break down} 
the annual overhead costs into a variable and fixed formula. ff 

Much has been written on the subject of determination off 
variable and fixed costs by use of scatter charts, by the mathe | 
matical process of estimating the expense at the two limits of the F 
normal operating range, and by use of the step or capacity 
method. None of these methods is used at DuMont. The scatter} 
chart method was ruled out because it fails to recognize thP 
basic precept that numerous major overhead costs (production 
control and purchasing, for example) are usually high in prep = 
aration for an increase in manufacturing activity and are on thy 
decrease when manufacturing activity is reaching its peak. The} 
result is a scatter pattern so erratic that no line of variability § 
can be fitted to historical data. i 

The low and high method and step method were also ruley 
out. This was done because of the time required to estimate) 
costs at numerous levels of operation which the company hi 
not experienced recently on a sustained basis. The method now! 
followed is tied directly to the figures contained in the annul 
budget figures. It does not require any estimating other than tf 
determine how the annual figures break down between fixeé 
and variable costs. To illustrate, let us extract from the budge 

(Continued on page 56) 
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One of the most important communications 
your Company will make this year—and any 
year in the next decade—will be your Annual 
Report advertisement. 

If you publish this merely as a “matter of 
record” you will lose much of its potential 
value. If you place it where it will merely be 
printed, it will fail to give you the special 
benefit such advertising can produce at this 
particular time. 

With a far wider range of publicly-held 
companies to choose among, professional 
money managers are being sharply selective 
in making recommendations of purchases of 
securities. Properly handled and properly 
aimed, your Annual Report advertisements 
can give your Company a distinctiveness that 
lifts it above the mass. ..can bring your in- 


A DOW-JONES PUBLICATION 


formation directly to the attention of those 
whose opinions establish company reputa- 
tions. 

Barron’s is the proper place for your mes- 
sage. Barron’s is acknowledged widely to be 
the prime financial medium circulating among 
knowing investors and investment managers. 
It has the premium audience. And your ad- 
vertising in Barron’s brings you greater profit 
because Barron’s subscribers read it with 
profit in mind. 1. The largest weekly financial 
circulation in the U. S.—104,000. 2. Renewal 
rate for established annual subscriptions is high 
—79%. 3. Be sure to get your free copy of 
Barron’s latest compilation of representative 
Annual Report Advertisements. Write: 
Barron’s, 50 Broadway, New York 4. 


BARRON'S — National Business and Financial Weekly 








the following annual payroll cost for the material control sec- 
tion of the production control department: 








Number of — Total Annual 

Job Classification Employes Payroll 
Section Head 1 $ 7,000 
Secretary 1 4,000 
Planners 5 22,500 
Material Handlers 8 30,000 
Storekeepers 5 20,000 

Total 20 $83,500 


This represents the total payroll required to service an annual 
direct labor level of activity of $4,350,000. 


DETERMINATION OF FIXED COSTS 

In understanding how fixed costs are determined by DuMont 
now, it should be kept in mind that fixed costs used for budget- 
ing are those costs which remain constant within the normal 
range of activity rather than the minimum or standby costs at 
zero activity. To use the fixed costs at standby level would re- 
sult in a deceptive picture when attempting to reconcile volume 
variances. 

With this as a background, let us assume that the department 
head lists the following personnel as being fixed overhead within 
the normal range of activity in the 12-month period. 





Number of Total Annual 

Job Classification Employes Payroll 
Section Head 1 $ 7,000 
Secretary 1 4,000 
Planners 2 11,500 
Material Handlers 1 4,000 
Storekeepers 1 4,800 

Total 6 $31,300 


The fixed cost, then, amounts to $31,300 per year. 


DETERMINING THE VARIABLE COSTS 

Now that the total payroll and the fixed portion are known, 
the variable costs are determined by subtracting the fixed costs 
from the total as follows: 


Number of — Total Annual 





Job Classification Employes Payroll 
Planners 3 $11,000 
Material Handlers 7 26,000 
Storekeepers 4 15,200 

Total 14 $52,200 


At this point we know that the fixed cost is $31,300 per year 
or $626 per week. The weekly figure is arrived at by dividing the 
annual fixed cost by 50 weeks in order to spread the two-week- 
vacation cost over the remainder of the year. Fixed costs are 
expressed in terms of weekly figures because DuMont follows 
the equal-quarter accounting period made up of two four-week 
periods and one five-week period. 

The next procedure is to budget the variable portion. The 
variable costs fluctuate with production activity as a percentage 
of direct labor, which in this operation is the best index. Di- 
viding variable costs by direct labor provides a variable over- 
head rate as follows: 


$52,200 (variable costs) 
- - = 1.2% 
$4,350,000 (direct labor) 
This procedure is followed for all expenses in each department. 
Upon completion, a schedule similar to Exhybit 2 is prepared. 
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This schedule summarizes the total annual costs, the fixed costs 
and the variable for each classification of expense, and the vari. 
able percentages to be used for forecasting the overhead at 
various levels. 


EXHIBIT 2 


1958 VARIABLE BUDGET AND OVERHEAD STANDARDS 
ANNUAL OVERHEAD EXPENSE 


Division: Equipment Manufacturing 














Department: Department A : 
Total Var.% © 
Annual of 
Cost Fixed Variable D.L#* 
Salaries and Overtime $271,597 $175,677 $95,920 2.667 
Disability Payments 920 600 320 009 
Taxes—Payroll 8,510 5,550 2,960 .082 
Insurance—Compensation 506 330 176 005 © 
Employe Benefits 3,588 2,340 1,248 035 & 
Supplies from Stores 200 200 _ a 
Other Purchased Supplies 500 500 _ _ 
Office Supplies 7,500 7,500 _— = 
Postage 50 50 _ _ 
Photos and Prints 1,500 1,500 — _ 
Freight-In 68,000 68,000 1.890 
Dues Subscriptions 150 150 _ —F 
Purchased Services 150 150 _ — F&F 
Insurance—Other 1,000 1,000 —_ —F 
Travel 18,200 — 18,200 506 
Telephone 30,000 — 30,000 834 
Total Overhead Expenses 412,371 195,547 216,824 6.028 
Work Order Charges 500 500 _— _ 
Allocated Credits (56,915) (56,915) — _ 
Total After Debits and Credits $355,95 $216,824 6.028 


$139,132 





* Total Direct Labor Used As a Base = $3,597,000 





FORECASTING AND CONTROL 

The figures contained in Exhibit 2 are the basis for forecast: 
ing overhead costs for various annual and monthly levels of § 
activity. These are prepared in columnar form similar to that 
of Exhibits 3 and 4. 

Exhibit 3 (annual basis) gives management the overhead f 
costs for nine levels of activity ranging from $2,100,000 tof 
$4,500,000 in direct labor annually. This is a wide range but 
it dramatizes the impact of volume on costs in a manner similar 
to that of a breakeven chart (which would start at zero activity 
and cover a much wider range). 

Exhibit 4 has been prepared in a similar manner except that 
the figures cover a four-week period. In comparing the actual 


RST 


ar 





overhead costs for the month with the allowable costs shown F 
for the applicable direct labor level, management has a simple f 
and readily understandable basis for control. 


CONTROL OF MATERIAL AND DIRECT LABOR 

Material and direct labor are controlled in the factory by 
comparing actual cost with standard costs. In addition to this 
conventional method, the sales division, through its interest in © 
transfer prices, utilizes a secondary control by analyzing the § 
material and labor in the cost of transfers to them. Each prod: 
uct’s profit-and-loss statement actually applies to a homogeneous 


oe 





ene we 


group of products. It follows that the percentage relationship 
of material and labor in the cost of sales to sales is watched 
closely. The significance of material and labor as direct costs in § 
the product, and the effect on the profit for which each product 7 
manager is responsible, raise questions which frequently result J 
in cost-saving changes in design. This is particularly significant 
because the sales division initiates requests for changes 10 
design. The sales group, being fully aware of customer desires, 
works closely with the engineering group. (Cont. on p. 58) 
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-d costs 
1€ vari- 
read at EXHIBIT 3 
1958 BUDGET DEPARTMENT A 
ANNUAL BASIS 
\RDS DIRECT LABOR LEVELS 
3 $2,100,000 $2,400,000 $2,700,000 $3,000,000 $3,300,000 $3,600,000 $3,900,000 $4,200,000 $4,500,000 
3 Salaries and Overtime 231,684 239,685 247,686 255,687* 263,688 271,689 279,690 287,691 295,692 
Var. % q Disability Payments 789 816 843 870 897 924 951 978 1,005 
of | Taxes—Payroll 7,272 7,518 7,764 8,010 8,256 8,502 8,748 8,994 9,240 
D. 3 Insurance—Compensation 435 450 465 480 495 510 525 540 Ss 
sal Employe Benefits 3,075 3,180 3,285 3,390 3,495 3,600 3,705 3,810 3,915 
.667 
.009 Supplies from Stores 200 200 200 200 200 200 200 200 200 
.082 4 Other Purchased Supplies 500 500 500 500 500 500 500 500 500 
005 | Office Supplies 7,500 7,500 7,500 7,500 7,500 7,500 7,500 7,500 7,500 
.035 — Postage 50 50 50 50 50 50 50 50 50 
Photos and Prints 1,500 1,500 1,500 1,500 1,500 1,500 1,500 1,500 1,500 
a Freight-In 39,690 45,360 51,030 56,700 62,370 68,040 73,710 79,380 85,050 
— Dues Subscriptions 150 150 150 150 150 150 150 150 150 
_ Purchased Services 150 150 150 150 150 150 150 150 150 
_ Insurance—Other 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 
Travel 10,626 12,144 13,662 15,180 16,698 18,216 19,734 21,252 22,770 
1.890 Telephone 17,514 20,016 22,518 25,020 27,522 30,024 32,526 35,028 37,530 
= Total O/H Expenses 322,135 340,219 358,303 376,387 394,471 412,555 430,639 448,723 466,807 
506 
834 Work Order Charges 500 500 500 500 500 500 500 500 500 
—_— Allocated Credits (56,915) (56,915) (56,915) (56,915) (56,915) (56,915) (56,915) (56,915) (56,915) 
6.028 
_ Total After Debits and Credits $ 265,720 $ 283,804 $ 301,888 $ 319,972 $ 338,056 $ 356,140 $ 374,224 $ 392,308 $ 410,392 
—— [Overhead Rate 12.7% 11.8% 11.2% 10.7% 10.2% 9.9% 9.6% 9.3% 9.1% 
aan * Calculation Per Formula in Exhibit 2 
$3,000,000 X 2.667% (Variable) + $175,677 (Fixed) = $255,687 
recast: EXHIBIT 4 
i 1958 BUDGET DEPARTMENT A 
o that § 
AT VARIOUS DIRECT LABOR LEVELS 
rerhead FOUR-WEEK PERIOD 
000 to F DIRECT LABOR LEVELS 
> ut ' coo es —_ — sere — 
=> $200,000 $225,000 $250,000 $275,000 $300,000 $325,000 $350,000 $375,000 $400,000 $425,000 $450,000 $475,000 
activity . Salaries and Overtime 19,388 20,055 20,722 21,389 22,056* 22,722 23,389 24,055 24,721 25,388 26,054 26,721 
j Disability Payments 66 68 71 73 75 77 80 82 84 86 89 91 
ot that § Taxes—Payroll 608 628 649 669 690 710 731 751 772 792 813 833 
P | Insurance—Compensation 36 37 38 39 40 4l 43 44 45 46 48 49 
- actual F  Employe Benefits 257 265 274 283 291 301 309 318 327 335 344 353 
shown 
sho i | Supplies from Stores 16 16 16 16 16 16 16 16 16 16 16 16 
SIMPIe | Other Purchased Supplies 40 40 40 40 40 40 40 40 40 40 40 40 
Office Supplies 600 600 600 600 600 600 600 600 600 600 600 600 
Postage 4 4 4 4 4 4 4 4 4 4 4 4 
Photos and Prints 120 120 120 120 120 120 120 120 120 120 120 120 
Freight—In 3,780 4,253 4,725 5,198 5,670 6,143 6,615 7,088 7,560 8,033 8,505 8,976 
ory by : Dues Subscriptions 12 12 12 12 12 12 12 12 12 12 12 12 
to this Purchased Services 12 12 12 12 12 12 12 12 12 12 12 12 
rest inf, Insurance—Other 80 80 80 80 80 80 80 80 80 80 80 80 
, th > Travel 1,012 1,139 1,265 1,392 1,518 1,645 1,771 1,898 2,024 2,151 2,277 2,404 
ng r _ Telephone 1,668 1,877 2,085 2,294 2,502 2,711 2,919 3,128 3,336 3,545 3,753 3,962 
1 prod: 
en eous ‘ Total O/H Expenses 27,699 29,206 30,713 32,221 33,726 35,234 36,741 38,248 39,753 41,260 42,767 44,273 
onship Work Order Charges 40 40 40 40 40 40 40 40 40 40 40 40 
ratched | Allocated Credits (4,552) (4,552) (4,552) (4,552) (4,552) (4,552) (4,552) (4,552) (4,552) (4,552) (4,552) (4,552) 
‘osts in 
cod E Total After Debits and Credits $ 23,187 $ 24,694 $ 26,201 $ 27,709 $ 29,214 $ 30,722 $ 32,229 $ 33,736 $ 35,241 $ 36,748 $ 38,255 $ 39,761 
~ result § * Calculation Per Formula in Exhibit 2 
rificant § $300,000 X 2.667% (Variable) + 4/50 of $175,677 (Fixed) = $22,056 
ges in 
desires, Cp eee Se ee ee 
p. 58) re eee er ee ke arn FEBRUARY 1960 
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EXHIBIT 5 
1958 BUDGET PRODUCT E 
Variable 
% of 
Total Fixed Variable Sales 

Gross Sales $15,377,000 $ — $ _ - 
Less Discounts 74,000 74,000 48% 
Less Royalties 176,000 = 176,000 1.14 
Less Allowances 89,000 _ 89,000 58 

Net Sales 15,038,000 a _ = 
Cost of Sales 11,735,000 — 11,735,000 76.31 

Gross Operating Profit 3,303,000 aoa — - 
Selling Expense 980,000 980,000 = _ 
Service Expense 220,000 _ 220,000 1.43 
Warehouse Expense 144,000 144,000 _ =_ 
Advertising 881,000 496,576 384,425 2.50 
Commissions 52,000 a 52,000 .34 
Freight-Out (Not Applicable) 
Bad Debts 74,000 - 74,000 48 
Engineering and Product 

Design 212,000 212,000 _ a 

Total Expense 2,563,000 1,832,575 730,425 4.75 
Division Profit or Loss 740,000 — a a 
Interest on Investment 264,000 264,000 - - 
Company Profit or Loss 476,000 - _ _ 





$12,804,425 83.26% 


Total Cost $14,901,000 $2,096,575 








Breakeven Sales — $2,096,575 divided by (100.00% — 83.26%) = $12,524,000 





THE SALES DIVISION— 
SEPARATING THE FIXED AND VARIABLE COSTS 

Fixed and variable costs in the sales division are separated in 
a manner similar to that followed in manufacturing—the major 
difference being that the level of activity is based on sales 
rather than direct labor. Cost of sales, discounts, royalties, 
freight out, commissions, service expense and interest on invest. 
ment are considered completely variable. Most of the remaining 
cost is considered fixed. Where certain costs such as advertising, 
for example, are partly variable and partly fixed, the formula 
takes both into account. 

Exhibit 5 shows the total annual costs for all items which 
appear in the profit-and-loss statement. As in manufacturing, it 
also lists the fixed costs, the variable costs and the variable as 
a percentage of total sales for the year. The breakeven sales 
volume is shown on the last line of this exhibit. 

Exhibit 6 shows the profit-and-loss statement for levels of 
sales at intervals of $500,000 ranging from $11.5 million per 
year to $16 million. It illustrates through a columnar profit-and. 
loss spread the effect of volume on profits. 

Exhibit 7 also shows the profit-and-loss spread for the various 
volumes of sales on a four-week-period basis. Thus, as each 
month’s profit-and-loss results become available, the product 
manager will consult the appropriate sales level column in 
Exhibit 7 and compare the allowable costs with the actual. 


DETERMINATION OF THE OVERHEAD RATE 


With the fixed and variable formula now determined, we 7 
are ready for the final step in development of the budget—the 7 


determination of the overhead rate to be used in valuing inven- 
tories and preparing cost estimates for bidding. 

The first step is to determine the level of activity at which 
the overhead rate will be calculated. To see how the proper 
level of activity upon which to base an overhead rate is deter- 









































































* Calculation Per Formula in Exhibit 5 
$12,000,000 & 2.50% (Variable) Plus $496,576 (Fixed) = $796,576 
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EXHIBIT 6 
1958 BUDGET PRODUCT E 
AT VARIOUS SALES LEVELS 
ANNUAL BASIS 

Gross Sales $11,500,000 $12,000,000 $12,500,000 $13,000,000 $13,500,000 $14,000,000 $14,500,000 $15,000,000 $15,500,000 $16,000,000 | 
Less Discounts 55,200 57,600 60,000 62,400 64,700 67,100 69,500 71,900 74,400 76,800 
Less Royalties 131,500 137,300 142,900 148,700 154,400 160,200 165,900 171,600 177,300 183,000 F 
Less Allowances 66,300 69,100 72,100 74.900 77,900 80,700 82,600 86,500 89,300 92,200 

Net Sales 11,247,000 11,736,000 12,225,000 12,714,000 13,203,000 13,692,000 14,182,000 14,670,000 15,159,000 15,648,000 
Cost of Sales 8,775,650 9,157,200 9,538,750 9,920,300 10,301,850 10,683,400 11,064,950 11,446,400 11,827,950 12,209,500 | 

Gross Operating Profit 2,471,350 2,578,800 2,686,250 2,793,700 2,901,150 3,008,600 3,117,050 3,223,600 3,331,050 3,438,500 : 
Selling Expense 980,000 980,000 980,000 980,000 980,000 980,000 980,000 980,000 980,000 980,000 | 
Service Expense 164,500 171,600 178,700 185,900 193,000 200,200 207,350 214,500 221,650 228,800 | 
Warehouse Expense 144,000 144,000 144,000 144,000 144,000 144,000 144,000 144,000 144,000 144,000 § 
Advertising 784,076 796,576* 809,076 821,576 834,076 846,576 859,076 871,576 884,076 896,576 & 
Commissions 38,870 40,560 42,250 43,940 45,630 47,320 49,010 50,700 52,390 54,080 © 
Freight-Out (Not Applicable) 
Bad Debts 55,200 57,600 60,000 62,400 64,800 67,200 69,600 72,000 74,400 76,800 
Engineering and Product 

Design 212,000 212,000 212,000 212,000 212,000 212,000 212,000 212,000 212,000 212,000 © 

Total Expense 2,378,646 2,402,336 2,426,026 2,449,816 2,473,506 2,497,296 2,521,036 2,544,776 2,568,516 2,592,256 
Division Profit or Loss 92,704 176,464 260,224 343,884 427,644 511,304 596,014 678,824 762,534 846,244 
Interest on investment 264,000 264,000 264,000 264,000 264,000 264,000 264,000 264,000 264,000 264,000 
Company Profit or Loss $ (171,294)$ (87,536) $ (3,776)$ 79,884 $ 163,644 $ 247,304 $ 332,014 $ 414824 $ 498,534 $ 582,244 
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EXHIBIT 7 


1958 BUDGET 


PRODUCT E 


AT VARIOUS GROSS SALES LEVELS 
FOUR-WEEK PERIOD 





























Gross Sales $600,000 $800,000 $1,000,000 $1,200,000 $1,400,000 $1,600,000 $1,800,000 $2,000,000 $2,200,000 $2,400,000 
Less Discounts 2,880 3,840 4,800 5,760 6,720 7,680 8,640 9,600 10,560 11,520 
Less Royalties 6,840 9,120 11,400 13,680 15,960 18,240 20,520 22,800 25,080 27,360 
Less Allowances 3,480 4,640 5,800 6,960 8,120 9,280 10,440 11,600 12,760 13,920 
Net Sales 586,800 782,400 978,000 1,173,600 1,369,200 1,564,800 1,760,400 1,956,000 2,151,600 2,347,200 
Cost of Sales 457,860 610,480 763,100 915,720 1,068,340 1,220,960 1,373,580 1,526,200 1,678,820 1,831,440 
Gross Operating Profit 128,940 171,920 214,900 257,880 300,860 343,840 386,820 429,800 472,780 515,760 
Selling Expense 78,600 78,600 78,600 78,600 78,600 78,600 78,600 78,600 78,600 78,600 
Service Expense 6,840 9,120 11,400 13,680 15,960 18,240 20,520 22,800 25,080 27,360 
Warehouse Expense 11,520 11,520 11,520 11,520 11,520 11,520 11,520 11,520 11,520 11,520 
Advertising 54,724 59,724* 64,724 69,724 74,724 79,724 84,724 89,724 94,724 99,724 
Commissions 2,028 2,704 3,380 4,056 4,732 5,408 6,084 6,760 7,436 8,112 
Freight-Out (Not Applicable) 
Bad Debts 2,886 3,848 4,810 5,772 6,734 7,696 8,658 9,620 10,582 11,544 
Engineering and Product Design 16,980 16,980 16,980 16,980 16,980 16,980 16,980 16,980 16,980 16,980 
Total Expense 173,578 182,496 191,414 200,332 209,250 218,168 227,086 236,004 244,922 253,840 
Division Profit or Loss (44,638) (10,576) 23,486 57,548 91,610 125,672 159,734 193,796 227,858 261,920 
Interest on Investment 21,120 21,120 21,120 21,120 21,120 21,120 21,120 21,120 21,120 21,120 
Company Profit or Loss $ (65,758) $(31,696) $ 2,366 $ 36,428 $ 70,490 $ 104,552 $ 138,614 $ 172,676 $ 206,738 $ 240,800 





* Calculation Per Formula in Exhibit 5 
$800,000 X 2.50% (Variable) Plus 4/50 of $496,576 = $59,724 


mined, let us assume that the investment in inventories (ex- 
clusive of valuation reserves) and the original cost of manufac- 
turing fixed assets is as follows: 


Inventories $12,000,000 
Mfg. Fixed Assets 3,000,000 
Total $15,000,000 


This type of investment is considered controllable because 
inventories are directly determined by the factory and sales 
departments. At the same time, the manufacturing fixed assets 
are controllable, in the sense that the better the utilization of 
equipment, the lower the investment needed for additional 
equipment. 

A tule of thumb which may be applied to the electronics 
industry is that an annual sales volume equivalent to two and 


a half to three turns of the controllable investment per year 
will provide sufficient volume to assure a competitive manufac- 
turing overhead rate. 

Exhibit 8 illustrates how the controllable investment is con- 
verted to equivalent annual sales at various levels—the sales 
levels being determined by the number of turns of investment 
from 2.2 to 3.0 turns per year. The range stops at 3.0 turns 
because it would require additional fixed assets to go beyond 
this point. Using the first column as an example, if $15 million 
in investment is turned over 2.2 times, the resulting annual sales 
figure is $33 million. Direct labor, which is the base for calcu- 
lating the overhead rate, is taken to be 10 per cent of sales—the 
same mix of sales being assumed at all levels. Fixed costs were 
determined elsewhere to be $1,850,000 per year while variable 
costs were determined to be 70 per cent of direct labor. 

With the variable portion of the overhead rate determined to 


EXHIBIT 8 


CALCULATIONS OF OVERHEAD RATES 
AT SEVERAL LEVELS OF ACTIVITY 














Investment Turns Per Year 2:2 2.4 2.6 2.8 3.0 
Sales Volume Based on Above $33,000,000 $36,000,000 $39,000,000 $42,000,000 $45,000,000 
labor Content—10% 3,300,000 3,600,000 3,900,000 4,200,000 4,500,000 
Overhead Cost 
Fixed Cost 1,850,000 1,850,000 1,850,000 1,850,000 1,850,000 
Variable Cost 2,310,000 2,520,000 2,730,000 2,940,000 3,150,000 
Total 4,160,000 4,370,000 4,580,000 4,790,000 5,000,000 
Overhead Rate 
Fixed 56% 51% 47% 44% 41% 
Variable 70 70 70 70 70 
Total 126% 121% 117% 114% 111% 
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be 70 per cent, the next step is to calculate the fixed portion. 
(This rate is calculated separately because it is used to spread 
over- and underabsorbed overhead to the various products.) The 
fixed overhead rate is calculated by dividing the direct labor for 
each level into the fixed cost of $1,850,000. In the example, 
Exhibit 8, the overhead rate ranges from 111 per cent to 126 
per cent. The controller, in making his decision as to which rate 
to use, found that the particular product under review was earn- 
ing a profit on sales of 9 per cent which was considered to be 
satisfactory. Anything over this amount would invite competi- 
tion. As a result, the mark-up factor in pricing was frozen at a 
point which would realize 9 per cent profit on sales, with a 
volume of sales set at a level which would result in a return on 
investment of 25 per cent. 

The determination of the necessary sales volume is simply a 
matter of mathematics, since 25 per cent divided by 9 per cent 
equals 2.8. This means that the investment of $15 million must 
be turned 2.8 times per year, requiring a sales volume of $42 
million. 


SUMMARY 

Budgeting for the year in total and presenting the annualized 
budget to management for its approval has substantially cut the 
time required for preparation. The elimination of the calculation 
of numerous individual figures is now possible. This operation 
had relegated the controller's group to the role of statistical 
clerks who were required to spend so many hours compiling 
and accumulating the necessary statistics that they were left no 
time for exercise of judgment or for evaluation of the figures 
while the budget was being formulated. 

Another advantage of preparing the budget in annual form, 
made known recently by two department managers, was the way 
it revealed—to their amazement—how much it cost to operate 
their departments. This observation was crystallized by looking 
at concise and meaningful figures. 

The preparation of separate profit-and-loss statements for 








Plus 





This Survey Answers Your Questions 


How many executives report directly to control executives? 


On what management committees do control executives serve? 





manufacturing and for sales has the effect of setting up each f 
group as if it were in business for itself. Where excess manufac. 
turing costs previously were buried in cost-of-sales figures in a 
composite statement, the sales group can now scrutinize the 
transfer prices readily. Frequently it sends its field engineers § 
into the factory to determine whether certain tight specifications f 
need be so tight, and whether change of design or use of substi. 
tute material is indicated. In the past, the sales department might F 
have been tempted to sell merely to increase volume, without § 
regard to the profitability of the items or size of the resulting § 
production run. Now it makes certain that the items which are 
sold will have sufficient margin to realize an adequate return, 
Likewise, the sales department realizes that the factory must be 
kept loaded with optimum production runs in order to keep § 
transfer prices competitive. 

The manufacturing manager is also more conscious of per- 
formance because he realizes that his results will be clearly 
spelled out in a separate statement. It is true that standards and 
variances from standard accomplish the same type of control 
and constitute an important analysis function in the controller's 
department. But being responsible for results on a profit-and-loss 
statement which is scrutinized not only by the officers of the 
company but by the board of directors as well, creates an aura 
of responsibility not readily attainable through reporting by 
conventional methods. 

The procedures outlined here can be applied to almost any 
similar corporate structure manufacturing and selling a com 
mercial product. Many companies have sales organizations which 
cross product lines—thus diffusing the profit-and-loss responsi- 
bility to an even greater extent than when a sales organization 
exists for each individual product. 

The keystone to success of any type of control is management 
follow-up. Inasmuch as the profit-and-loss statement is a key 
focal point of any management control, the extent to which 
responsibility can be assigned for profit-and-loss results will 
determine the measure of control exercised over each major 
segment of the organization. 













For what functions is the control executive responsible? 
Where are control executives’ responsibilities stated? 
What is his educational and training background? 
What is the typical control executive’s age? 

Who hires the control executive? 

How big is the control executive’s department? 

What is his employment and experience background? 
To whom is the control executive directly responsible? 
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PAPERWORK 
EFFICIENCY 
SOARED FOR 
AMERICAN 


_~ DAVIDSON 
_ DAV-A-MATIC 


every day- by 
e just one Dav-A-Matic! 


American Airlines Jet Maintenance and Engineering Cen- 
ter, Tulsa, Oklahoma, installed a Dav-A-Matic a year and a 
half ago—and right from the start, saved at least 50 on 
the time required for each job. Dav-A-Matic’s automatic 
plate-changer did the trick. With this unique feature, no 
stopping is required to change masters between jobs. 

While Dav-A-Matic is capable of long runs at high speeds. 
American Airlines uses its machine solely for short-run 
work of under 100 copies. They’ve found it good for repro- 
ducing interplant bulletins, correspondence, departmental 
reports, aircraft log sheets, sketches, and training materials. 
Straight copy matter is typed directly onto the master, 
while illustrative material is transferred by Xerography. 
“One feature that is especially attractive to us,” says Mr. 
J. K. Schladale, Supervisor of Office Services, “‘is the uni- 
versal systems feed permitting the introduction of papers 
and forms of different weights and sizes in the course of 
one run. This saves duplicated clerical effort, improves 
accuracy, and saves time. We also like the cleanliness and 
convenience of the automatic blanket cleaner, the simplicity 
of the controls, and the quality of the finished jobs. The ver- 


AIRLINES- WITH 


250-plus masters are reproduced 









satility of the Dav-A-Matic duplicator is very satisfactory.” 
Learn more about Dav-A-Matic—and the important savings 
it brings. For case history on Dav-A-Matic at American 
Airlines, call your Davidson Distributor (he’s listed in the 
Yellow Pages)—or write to Davidson Corporation, 29 
Ryerson Street, Brooklyn 5, N. Y. 





DAVIDSON CORPORATION 
Subsidiary of Mergenthaler Linotype Company 
29 Ryerson Street, Brooklyn 5, N. Y. 


Send me Case History No. A20 — plus other 
free booklets about Dav-A-Matic. 





Name 





Company. 





Davidson 


Address_ 
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THE MANAGER LOOKS AT 


Profitability Measurements 


W. Bernard Thulin 


NE OF THE QUESTIONS confronting the management of an 

enterprise is perennially troublesome: Should we under- 
take this project? The project might be the construction of a 
new plant, or an addition to an existing one; the institution of 
a new product line; the establishment of a data-processing cen- 
ter; the purchase of an additional or replacing machine; or any 
one of the multitude of projects suggested in the ordinary 
operation of the enterprise that requires a sizable outlay of funds 
and that may be expected to be profitably employed for a 
number of years. 

There are usually many reasons other than financial which 
argue for or against undertaking a proposed project at any 
particular time. Indeed, in some cases, financial considerations 
can be overshadowed when management objectives for long- 
term growth, market position, diversification, corporate reputa- 
tion or pride, and similar objectives loom large in the decision. 
Still, in a great many situations the manager wants to know: 
How profitable will this project be? Or, to state the question 
another way: How will this project affect the company’s profits, 
not only for the entire life of the project, but during the im- 
mediate future? Even when the decision will not finally hinge 
on profitability, it may be significant for the manager to know 
whether the project will have a directional effect upward or 
downward on the rate of profits. 

Before any project can be undertaken the manager must know 
where, and at what terms, the required funds are available. Be- 
fore the project can be intelligently appraised, certain facts and 
estimates must be at hand. The manager must know how much 
money it will take to get the project started, how much the 
project will increase or decrease the company’s gross sales or 
revenues, how much the sales expense and other operating ex- 
penses will increase, what extra taxes the project will entail, how 
much additional depreciation expense will be required, and 
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A method of expressing the profit on 

an investment, after depreciation and 
taxes, in terms of the arithmetic for 
computing “yield to maturity” for funds 


finally how all these estimates will net out to change the com- 
pany’s income, or profits. 

If the project represents an entirely new venture all these 
estimates should be in terms of incremental amounts; that is, 
what capital will be needed (both for investment and for work- 
ing capital) and what additional revenues, expenses and taxes 
will be generated as the result of undertaking the venture. 

If the project represents a replacement, or if there is some 
reaction on the existing operations because of undertaking it, 
all the estimates should be net; that is, the gross increase in 
capital less any capital returned through salvaging old equip. 
ment; the gross increase in revenues less any revenues lost 
through retirement of the old equipment; and the gross increase 
in expenses less any expenses avoided because of the retirement 
of the old equipment. These in and out, or plus and minus, 
effects should be estimated realistically, as they will occur during 
the life of the project. These estimates, then, form the raw 
material out of which the profitability study can be constructed. 


FIRST HURDLE 


At this stage the manager faces his first hurdle. He must de- 
cide if he wants to go beyond the immediate effect the project 
will have on the company’s balance sheet and income statement; 
that is, he must decide if he wants to know what this project 


will ‘‘really do” for the company financially over selected pe F 


riods of time. This is sometimes not an easy decision, because 
a manager must always start with the project’s effect on the 
company’s income statement. Yet he may not always make the 
soundest financial decision for the enterprise by looking only 
at the immediate effect on the income statement. The basic 
intent of the profitability study is to show how profitable a 
project really is, taken by itself, in terms the investor might use. 

Even though corporate bookkeeping and other profitability 





measurements may reflect the same ultimate results, the routes 
by which they get there may be quite different. It is not unusual 
for a project to appear to be doing better or worse (according 
to the income statement for its first few years) than it really is, 
financially, for the company.1 

Consider, for example, the conventional distinction that ac 
countants make between items which are recorded as capital 
and those shown as expenses. There may be extensive make: 
ready or special site preparation or extra maintenance or training 
costs, technically recorded as expenses, which are really # patt 


* This problem is not unlike the “real” effect as distinguished from 
the “booked” effect of various inventory methods, or economic versus 
booked depreciation, or accelerated depreciation for tax deferment, of 
the restatement of assets in terms of devalued dollars. The practical 
manager has had to learn to appreciate, evaluate and often make decisions 
as to the effects on profits in terms other than those shown on the official 
financial statements of his business. 
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In selecting an electronic data processing 
system, we primarily sought one that 
would allow updating of policy status on 
a daily basis. We wanted all information 
on one master tape from which would 
come the many outputs of billing, account- 
ing and statistics. Furthermore, the sys- 
tem had to provide economy in initial 
outlay, along with the capability for grad- 
ual expansion to meet our growth without 
reorganization of equipment. 


The RCA 501 answers each of these needs. 


Morris G. FULLER, 
STATE FARM President 


INSURANCE 


“Our RCA 501 will cut lag-time on month-end 
statements from three weeks to three days.’’ 


With its efficient, high-speed operation, the RCA 501 
Electronic Data Processing System will eliminate the many 
cards and card files currently in use, provide complete record 
storage on tape, and give ‘‘up-to-the-minute”’ data for man- 
agement in all phases of the company’s activity. 


Lag-time on progress reports will be cut from three weeks 
to three days. Agents’ consolidated statements will be ready 
for mailing two days after the closing hour for each of the 
company’s 16 Regional Head Offices. A comprehensive review 
of every policy will be accomplished every day in less than a 
three-hour period. 


The initial installation can handle double the present volume 
of storage and data processing. The “building block” design 
of the system will permit another doubling, up to four times 
the present requirements, with only minor increases in equip- 
ment and rental costs. 


See the RCA 501 in action at the RCA Electronic Data 
Processing Center at Cherry Hill (near Camden), New Jersey. 





At the world’s most modern Electronic Data Processing Center in the RCA-Cherry 
Hill plant near Camden, N.J., the RCA 501 may be seen in full-scale operation 
serving business, industry and government. 


RCA 501 
ELECTRONIC DATA PROCESSING SYSTEM 


A 
(4 ») @a 
ww 
“WS Tmk(s) ® 


RADIO CORPORATION of AMERICA 


ELECTRONIC DATA PROCESSING SYSTEM e CAMDEN 2, NEW JERSEY 





of the money needed to get a project under way. If such costs 
are large they should be considered, for study purposes, as part 
of the initial capital required and recovered through deprecia- 
tion charges in the profitability computations. Thus, in measur- 
ing profitability in terms of profit on investment, or return on 
capital, the corporate books may show one thing but the ap- 
praisal of the project, as a single undertaking, may dictate a 
different classification of the funds paid out.? This same sort 
of reasoning will apply to the treatment of depreciation charges 
where the books may show one ‘“‘contour’” (i1.e., allocation 
method) for recording depreciation, and the appraisal of the 
project as an entity may suggest another contour of depreciation. 


THE MANAGER’S RESPONSIBILITY 

At the outset, therefore, the manager should recognize that 
profitability measurements do not necessarily use the same tech- 
niques or definitions as the accountants who will record the 
transaction on the official books of the company, once the 
project is undertaken. This should not be too disturbing, 
though, if the manager can reconcile himself to the fact that 
what he really is doing in making the decision on the project 
is acting as agent or trustee, at least morally, for the funds the 
investor will put into this project. The investor wants to know 
what his profits will be on this project, taken by itself, after 
making proper provision for the dissipation of his capital as 
the assets representing the project deteriorate over the project’s 
life. The manager has a twofold responsibility. First, he must 
be‘ sure to protect the integrity of the investment by proper 
depreciation charges. Second, he must identify the profits, as 
honestly and as accurately as possible, over the time period 
(usually years) that the project will “‘live.’’ Unless the profita- 
bility measurement used by the manager will accomplish these 
two objectives, regardless of how the project's impact will be 
recorded on the company’s books, the manager is not fully 
discharging his responsibility to the investor who puts up the 
money for the undertaking. 

Perhaps the manager will want to know the “‘real’’ effects in 
addition to ‘‘booked”’ effects. He then should understand that the 
estimates used for one purpose may not serve the other. For 
purposes of this discussion, let us assume that the primary 
concern of the manager is the incremental® profitability effects 
and that we have at hand firm and accurate estimates prepared 


for this purpose. 


TECHNIQUES AVAILABLE 

For years many businesses have used short-cut methods of 
determining profitability—often fairly successfully. The payback 
or payout method (i.e., the number of years it will take for the 
cash flow to repay the original investment) is one of the most 
often used. It is a blunt tool, but it will sometimes serve. Rate 
of return methods have been used, with a host of variations, but 
basically they most often show the average annual profits over 
the life of the project related either to the initial capital re- 
quired, or to the average capital tied up during the life of the 
project. For instance, if a project will require $10,000 of in- 
vestment, live 10 years, have no salvage value, and produce a 
total of $10,000 profits over its life, this would be an annual 
average profit of $1,000. Related to the initial capital of $10,000 
the return would be 10 per cent. Related to average capital of 
$5,000 (i.e., one-half the initial capital on the assumption that 
the original capital is returned in equal annual installments via 
depreciation accruals) the return would be 20 per cent. 


? For items classified as expense there is, of course, a tax saving. This 
should be reflected as a credit to the initial outlay required. 

’ Incremental amounts directly attributable to this project should not 
necessarily include a full pro rata share of existing overhead or other 
“burdens” that this project may carry under the standard bookkeeping 
techniques used by the firm. 
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Yardsticks such as these are very crude, and simply will not 
serve for the manager who is conscientiously trying to discharge 
his responsibility to the investor. There are two obvious reasons 
why these crude yardsticks will not suffice. First, they do not 
properly evaluate profits over time, that is, the profit contour, 
Second, they assume either that the original investment is repaid 
(the average capital method) or that the capital is tied up con- 
tinuously in this or an exactly comparable project (the initial 
capital method). Both these assumptions are usually wrong. 
Discounted Cash Flow. Another approach that is being used 
more and more these days is the discounted cash flow method, 
This has the advantage of greater precision, in that it does recog. 
nize time as an element. Any appraisal of profitability should 
recognize that dollars of investment and dollars of profit as. 
sociated with a project are not comparable unless they are dis. 
counted or compounded to the same point in time. The dis. 
counted cash flow method starts with the cash flow (i.e., profits 
after taxes, but before depreciation) and discounts these annual § 
flows to present worth, using trial and error interest rates until 
a rate is found which will make the total of the discounted 
annual cash flows equal the original cash outlay. This interest 
rate then represents the profitability of the project. Take an. 
other simple case as an example, this time using a project re. § 
quiring $1,000 of investment, with no salvage value and a life § 
of only two years: ; 


















TABLE A 


Example of Discounted Cash Flow Method 
Cash Outlay for Project—$1,000 


(1) (2) (3) 
Cash Flow Present Worth of 


(after taxes but Cash Flow Discounted | 
before depreciation) at 50% (2) x (3) & 








Discount Factor 
at 50% Rate 



















Year 1 $900 .667 $ 600 
Year 2 900 444 400 
Total $1,000 






Since the discounted cash flow totals $1,000, which is the 
cash outlay for the project, the project’s profitability can be 

















stated at 50%. This can be proved by the following simple 
arithmetic: 3 
TABLE B 
Proof of Discounted Cash Flow Method : 
(1) (2) (3) 4 &§ 
Balance of | 
Cash Flow Interest Cash Flow 
Capital (after taxes on Capital Available to 
Employed but before Employed at Repay Principal 
by Project depreciation) 50% (1) X 50% (2) — (3) 
Year 1 $1,000 $900 $500 $400 
Year 2 600 900 300 600 
This proof shows that $400 of the original outlay can be re 7 
paid at the end of Year 1 leaving $600 still tied up on the F 
project during year 2.4 At the end of Year 2, 50% interest is 
paid out on the $600 and the balance of the original outlay is § 
paid off. Thus, during the two-year life of the project the in F 
vestor has been repaid his original outlay and at the same time © 


profits, or interest, of 50%. Thus, the method indicates that 
this project has a profitability rate of 50%. 

Two aspects in this simple example become clear when we 
study the arithmetic. One is that the repayment of the principal, 
which is another way of looking at what the accountant would 
call depreciation charges or accruals, depends on the amount of 
money left over after the interest, or profit, is paid on the F 









‘This simple example assumes interest and repayment are handled 
only at the end of each year; that $900 is received in one lump sum at 
the end of each year. While there are method refinements which provide 
for spreading these payments over the year, the basic theory remains uf- 
changed. 
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amount of capital tied up in the project for the calendar year. 
The discounted cash flow theory assumes that the appropriate 
contour of depreciation accruals is what we can “afford” to pay 
back. This is not necessarily the same as the contour of deprecia- 
tion accruals that will protect the integrity of the investor's 
otiginal outlay. We shall have more to say about this later. 

The other aspect that is clear from a study of the example is 
that the theory assumes the investor /s paid back; in other words, 
that the depreciation accruals are, in fact, used to repay the 
principal. This is one reason the discounted cash flow method 
generally fails to measure profitability from the viewpoint a 
manager should use. Depreciation accruals are not used to repay 
investments. 

Reinvestment Assumptions. A manager who makes the deci- 
sion to commit capital to a project is, in most cases, making a 
decision for the initial investment of permanent, or long-range, 
capital in the enterprise he is managing. When and as this capi- 
tal is “repaid” via depreciation accruals, it is re-invested in the 
enterprise, either in other projects then available or as working 
capital. Using this thesis, the question the manager should ask 
is not simply “How profitable is this project?” but “What will 
the outlay required for this project earn for the investor over this 
project’s life?”® There may well be crucial variations in the 
answers to these two different questions. 

For instance, if you tell me I can invest $10,000 in a five-year 
project, with a profitability rate of 15 per cent as measured by 
the discounted cash flow method, this does not mean that you 
will keep my $10,000 for five years and pay me interest, or 
profits, of $1,500 for each of those five years. It merely tells 
me that this project will pay 15 per cent return annually on the 
unpaid balance of the initial outlay and pay back the principal 
in installments each year. Moreover, I, as the investor, will have 
nothing to say about the size of the annual installments by 
which the principal is repaid. These installments will be dic- 
tated entirely by the profit contour of the project. You may pay 
back the principal rapidly in the early years, or slowly at first 
with large payments in the later years. The method assumes that 
the investor will be completely indifferent to the contour of 
these repayments, presumably on the assumption that there will 
be other projects he can find where he can also get a 15 per 
cent profitability rate and thus earn 15 per cent over the five 
years on his entire $10,000. 

This brings us to the heart of the assumptions underlying the 
discounted cash flow method. It assumes either that the repay- 
ments of the principal (or the depreciation accruals if you wish 
to think of them in these terms) can be invested at the identical 
profitability rate elsewhere, or completely disregarded. If the 
manager, acting for the investor, can conscientiously make either 
of these assumptions, and if he can also accept the depreciation 
contour the method produces, then he can satisfactorily use the 
discounted cash flow method for measuring profitability. Other- 
wise, he should search for some other measure. 

Further Comments on Discounted Cash Flow Method. The 
discounted cash flow method is one way of computing a rate 
of return when we know how much initial capital is invested 
and what the cash flow will be, by years, during the life of the 
project. Working with the three items (the capital, the cash flow 
and time) the problem is to determine a rate of return. 

But there is a complication. The cash flow comprises two 
elements. The cash flow includes both interest and repayment of 
capital, or as the accountants would label the two elements, profit 
and depreciation. In the discussion in this section let us use these 
terms, ‘‘profit” and “depreciation.” 


_ * The question could also be asked as “What will the outlay required 
for this project earn for the investor if it is committed as permanent 
capital to this enterprise?’ The answer then hinges on the effect that 
this project, for its particular life and earning rate, will have on the 
earning rate assumed for internal funds indefinitely extended. This 
would be a legitimate question, easily answered if a permanent earning 
tate for internal funds can be assumed. But this question holds less in- 
terest for the practical manager who may not wish to extend his ap- 
praisal beyond the life of this particular project. 





Rate of return is the relationship of profit to investment over 
time. Before a rate of return can be computed, the cash flow 
must be broken down between profit and depreciation. 

Consider the simple example shown in Table A. With initial 
capital of $1,000 the cash flow is $900 for each year of a two- 
year project life. As we saw in Table B, the discounted cash flow 
method breaks down the cash flow between profit and deprecia- 
tion as follows: 





TABLE C 
Breakdown of Cash Flow 
Cash Flow Profit Depreciation 
Year 1] $900 $500 $400 
Year 2 900 300 600 


And it was on the basis of this breakdown that the rate of 
return of 50 per cent was determined on the unpaid balance of 
the initial capital, thus: 

TABLE D 


Rate of Profit Using Depreciation Contour 
Dictated by Discounted Cash Flow Method 





Unpaid Balance Profit Rate of Return 
Year 1 $1,000 $500 50% 
Year 2 600 300 50% 


Since the rate of return is 50 per cent for each year, the entire 
project can be said to show a 50 per cent return (i.e., profita- 
bility). The discounted cash flow method always shows the 
maximum rate of return that can be uniformly maintained for 
each year of the project’s life. The method is designed, mathe- 
matically, to produce the highest uniform (i.e., level) rate of 
return that can be computed for any given cash flow. To produce 
this maximum return the initial capital must be “‘paid back”’ just 
as rapidly as possible. In other words, the amount allocated to 
depreciation for each year must be the highest amount that is 
consistent with maintaining a level rate of return. 

The discounted cash flow method mathematically produces a 
depreciation contour for every project. In the simple case we 
have been using, the method determines that the depreciation 
contour should be $400 the first year and $600 the second year. 
No other depreciation contour will produce a 50 per cent rate 
of return for each of the two years. When they use this method, 
the accountants are abdicating their responsibility for determin- 
ing the depreciation contour that should apply to the project. As 
the depreciation contour is changed, so also will the profit 
contour be changed. And as the profit contour is changed, so 
also will the rate of return be changed. We can conclude then 
that unless the accountant approves the depreciation contour 
mathematically produced by the discounted cash flow method, he 
cannot approve the rate of return the method produces. 

The rate of return for any project can be determined only 
when the profit has been determined. It has taken the accounting 
profession at least half a century to come to some area of agree- 
ment as to how profits should be determined. One of the terms 
of agreement has generally been that depreciation charges should 
not be related to profits. In the earlier days of accounting, 
a common rule was ‘‘no profits—no depreciation.” The adoption 
of the principle of continuous depreciation unrelated to profits 
took many years to crystallize. Yet by using the discounted cash 
flow method for determining future profitability we are, in 
effect, selecting a depreciation contour that is directly related 
to the project’s profits. Under this method, as the cash flow 
changes, both profits and depreciation change, because the 
method interrelates them. 

Consider again the simple case of $1,000 investment with 
$900 cash flow for each of the two years. Suppose we find that 
the first year’s cash flow will be only $800 instead of the $900 
first estimated. Using the discounted cash flow method, we 
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would recompute the profitability and find it to be 43% instead 
of 50%. The mathematical process of recomputing the profita- 
bility also recomputed the depreciation contour. Now, instead of 
a contour of $400 the first year and $500 the second, we find the 
method shows $370 the first year and $630 the second year. The 
depreciation contour changes because the cash flow changes; or, 
saying it another way, depreciation changes when profits change. 

There are many accepted and acceptable ways of determining 
a depreciation contour for an asset, for a group of assets, or for 
a proposed project. What is acceptable is largely a matter of 
judgment. A contour that will properly allocate costs and 
provide for capital wastage does not depend on the profits 
generated. In fact, there may be little or no profits in any one 
year. This fact should not deter us from showing the proper 
depreciation charges for the year. 

Suppose, in our simple example, the accountant and the 
manager have determined that for this project straight-line 
depreciation is appropriate. This means that depreciation should 
be shown at $500 for each of the two years. With a cash flow of 
$900 each year, this means that profits will be $400 each year. 
The rate of return then changes as follows: 


TABLE E 
Rate of Profit Using Straight-Line Depreciation 





Unpaid Balance Profit Rate of Return 
Year 1 $1,000 $400 40% 
Year 2 500 400 80% 


This method shows a higher return on a smaller unpaid 
balance for Year 2 than in Table D. Which is better for the 
investor who put up the initial capital of $1,000? Obviously, 
we cannot say whether he would rather have a small balance 
invested at a high return than a larger balance at a lower return, 
unless we know what the alternatives are. How profitably can 
the amounts “paid back,” that is, the depreciation, be invested? 
It is only when we know the answer to this question that we 
can determine the profitability of the original investment. 

No Standard Method Always Proper. At this point the man- 
ager must recognize that he cannot delegate the profitability 
measurement to a subordinate who will use a method that has 
been “standardized.” The method may have to change over the 
years as the business changes; the method may have to be 
adapted in some aspects to a particular project, and it certainly 
must be one that is applicable to the particular business. Some 
of the arithmetic will be determined by decisions only the man- 
ager can make, as will be clear when we discuss the suggested 
method. 


COMPOSITE EARNINGS-YIELD METHOD 

The measure of profitability we want is one that will state 
the rate of profit the investor can earn for the life of the project 
on the total capital outlay a given project will require. The 
profits should be computed after adequate provision for wasting 
of capital (i.e., depreciation accruals). In other words, the 
method should always protect the integrity of the investment 
and state the profits correctly for each year during the life of the 
project.6 The protection of the original investment through 
depreciation accruals for purposes of the profitability study will 
be discussed in some detail later. 

The method outlined herein might be called a “composite 
earnings-yield” approach. The method expresses the profit on 
the project, after depreciation and taxes, in terms of the arith- 
metic for computing “‘yield to maturity” for bonds. In words the 
manager might use, the method finds the discount rate that 
will make the present worth of all future earnings, plus the 
° During periods of inflation depreciation accruals which recover only 
original cost dollars may not adequately protect the original investment. 
This is a problem beyond the scope of a profitability measurement 
method. 
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present worth of the repayment of the initial capital at the end 
of the project’s life, exactly equal to the dollars the investor 
puts up to get the project started. Suppose, for example, we 
had the detailed work papers on a $10,000, five-year project, 
showing earnings of $1,400 each year: 








TABLE F 
14% Yield Demonstration 
A $10,000 project to live five years: 
Present worth of all earnings on the investor’s $10,000 during 
the next five years while this money is invested in the business, 
discounted at 14 per cent 
Present worth of the $10,000 that will be returned to the 
investor five years hence at the end of this project's life, 
discounted at 14 per cent 







$ 4,810 







5,190 





$10,000 


In the above example it should be understood that the 
profitability rate of 14 per cent was found by trial and error, 
and that it represents a composite profit rate not only of the} 
profits directly flowing from the project but also earnings on 
that portion of the cash flow represented by the depreciation 
reserve (or depreciation allowance as it is often called) as this 
reserve will be built up during the five years of the project's life] 
The method assumes that the investor will receive all profits] 
toth from the project and from the reinvested funds represented: 
by the depreciation reserve; that is, that none of the profits (but 
only the reserve itself) is reinvested in the business.” 

It may be evident, at this point, that the only basic differences 
between the composite earnings-yield and the discounted cash 
flow methods are the following: 


1. The discounted cash flow method assumes that the de 
preciation accruals are returned to the investor at whatever! 
pattern the project's earnings permit. The composite earnings 
yield method provides for whatever pattern of depreciation 
accruals the manager deems appropriate. 

2. The discounted cash flow method does not recognize the 
rate of profit the investor may receive on any of his original 
capital returned to him during the life of the project. The com 
posite earnings-yield method estimates the earnings on the funds 
made available through depreciation accruals and adds these to 
the profits on the project. 


Total 






























Importance of Depreciation. The rate of depreciation accruals 
is important in using the composite earnings-yield method. Not 
only does the contour of the depreciation accruals affect the 
annual profits on the project, but the contour also determines 
how much is in the depreciation reserve, and for how long the 
increasing amount in the reserve can be earning extra profits for 
the investor. The contour to be used is a judgment decision 
pertinent to the particular project. The manager who will use 
the profitability rate determined by the study should participate 
in the decision as to the depreciation contour to be used. The de- 
preciation contour to be used for the project should be in- § 
dependent of the general method used by the company in deter- 
mining depreciation charges on its income statement or for tax | 
purposes. 

The objective is to reflect depreciation accruals on this pat- § 
ticular project in the investor's terms; that is, whatever accruals § 
will properly allocate costs and at the same time protect his § 
original investment. In most cases, the firm’s usual method will § 
be applicable, because it will satisfactorily allocate costs and at § 
the same time adequately cover physical depreciation, obsoles- § 
cence or other wastage—often amply so. But for a specific proj- 
ect there may be factors that dictate more rapid depreciation 
accruals than provided by the firm’s normal method. If 50, 
the manager should choose the accelerated contour. Always the 
objective is to state the profits the project will produce, as 
honestly and as accurately as the manager’s judgment permits. 
The distribution of these profits over time is a direct responst- 

(Continued on page 80) 
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* This point is covered more fully later in the discussion. 
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Why your insurance costs go down when Liberty Mutual 
handles your workmen's compensation 


The price you pay for workmen’s compensation insur- 
ance hinges directly on the cost of accidents and losses 
and your insurance company’s cost of doing business. 

Through protection in depth Liberty Mutual not only 
helps you prevent accidents, but lessens their impact when 
they occur. Added to this forward-looking concept of loss 
control is Liberty’s outstanding record for keeping operat- 
ing expenses at a minimum. Year in, year out, these ex- 
penses are lower than the average for all companies (as 
shown by 1958 Loss and Expense Ratios — New York 
Insurance Department). 

Important? In the year 1958 Liberty’s workmen’s com- 
pensation policyholders received $22,900,000 in savings — 
$4.8 million under retrospective rating plans and $18.1 
million in dividends. We have also helped many policy- 
holders earn experience rating credits which will reduce 
their future premiums. Liberty Mutual policyholders enjoy 


premium discounts allowed under rating plans in the 
amount of a little more than $3 million. 

Such savings have helped make Liberty Mutual the 
leading writer of workmen’s compensation insurance every 
year since 1936. 

Want to see your compensation costs go down? Write 
or phone your nearest Liberty Mutual office. There are 146 
of them located all across the country. 


Look for more from 


LIBERTY MUTUAL 


...the company that stands by you 


LIBERTY MUTUAL INSURANCE CO. « LIBERTY MUTUAL FIRE INSURANCE CO. « HOME OFFICE: BOSTON 


Business Insurance: Workmen's Compensation, Liability, Group Accident and Health, Fire, Fleet and Crime 
Personal Insurance: Automobile, Fire, Inland Marine, Burglary, Homeowners’ 
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ISSUES AT THE HEART OF 


The 1961 Federal Budget 
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John A. Beckett 


THE SETTING OF THE BUDGET 

It is expected that the period from mid- 
1960 to mid-1961 will be a prosperous 
one. That fact is basic in planning federal 
finances for fiscal 1961. It has influenced 
the Executive Branch in its preparation 
of the proposed budget, and it will un- 
doubtedly influence the Congress in its 
treatment of the budget as a whole and 


With the fiscal year of 1960 having five months to run, 
it appears that outlays by the Federal Government for the 
year will be about $78.4 billion. This means that a surplus 
of slightly more than $200 million will be attained. Taking 
up key components of the 1961 federal budget one by one, 
the assistant director of the Bureau of the Budget explains 
why and how a substantially greater surplus will be sought 
for the fiscal year beginning next July 1. 


N THE PAST SIX MONTHS all the agencies 

of the Federal Government have been 
busy putting down their 1961 financial 
needs as they see them, and screening 
them through the Bureau of the Budget 
in the Executive Office of the President. 
The President himself has spent many 
hours and days reviewing the proposals 
and resolving the major issues which al- 
ways arise in preparing the new fiscal 
year's budget. 

That new financial plan—the budget 
for 1961—was presented to the Con- 
gress, accompanied by the President's 
budget message and his recommendations, 
at the start of the Second Session of the 
86th Congress on January 18. 


we 


Most of the readers of these pages 
know the dimensions of that budget; 
they have seen them emblazoned across 
the headlines of the American press. They 
know that the President has proposed a 
budget which contemplates an excess of 
revenues over expenditures in fiscal 1961 
of $4.2 billion. They may even know that 
this budgetary surplus would be the sec- 
ond largest in the fiscal history of the 
United States. And they certainly know 
that this is good news. 

But they may not be familiar with a 
number of the zsswves which are presented 
by the 1961 budget. It is with the objec- 
tive of identifying some of those issues 
that this article has been prepared. 


JOHN A. BECKETT, assistant director of the Bureau of 
the Budget, Washington, D. C., graduated from the Univer- 
sity of Oregon in 1938 and received an M.B.A. degree from 
the Harvard Graduate School of Business Administration 
in 1943. A CPA in Washington, Massachusetts and Illinois, 
he was formerly midwestern regional director of the busi- 
ness consulting activities of Arthur Young & Company, Chi- 
cago, Ill.; served as fiscal officer in the Army Transporta- 
tion Corps in World War Il; and was on the faculty of the 
Alfred P. Sloan School of Industrial Management at MIT. 
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of its parts. 

How it will influence the Congress and 
the people of the United States is an. 
other thing. A budgetary surplus could 
be taken to mean that we can now “af- 
ford” some of the things which many § 
people would like to see the Federal § 
Government pay for. There is, however, § 
very good reason for quite the contrary § 
view. The time when you have the 
money can, in personal and federal f.- 
nance, be the time when some payments § 
are made to reduce the size of the mort § 
gage which resulted from past deficits § 
and borrowings. This latter course of § 
action is the one the President proposes. F 

The recent history of U. S. Government 7 
finance shows marked increases of gov- § 
ernment expenditures in times of eco F 
nomic recession, as well as in times of © 
war; our “reasons” for enlarged spend: § 
ing at such times are now strongly urged § 
and indeed seem to be part of the un & 
folding tradition of the new “economics.” 

If we manage to find the rationale for F 
increased government spending in good 
times on the premise that we can now 
afford to spend more, then we will have § 
succeeded in providing the final reason 
why high levels of government spending 
are desirable at a// times. 

The fact that the year ahead appears to 
be a good one—one in which government 
revenues will increase—does not by itself 
justify the wholesale commencement of & 
new programs involving increased spend- | 
ing by the Federal Government no mattet 
how desirable they may seem. New spend: 
ing programs must be viewed in the light 
of their fiscal consequences when taken 




















together with the built-in growth features 
of other government programs. 

The fact is that many government pro- 
grams are due to cost much more in the 
future than they do at present—as we 
shall see. Unless the income of the 
Federal Government increases along with 
the expenditures, further deficits will be 
suffered and the debt of the Government 
will rise. 

With the present debt of the Govern- 
ment standing at $290 billion and costing 
$9.5 billion in carrying costs each year, 
might it not seem that the first place to 
apply the surplus—after providing for 
starting of carefully selected new proj- 
ects—would be to the reduction of the 
federal debt ? 

This is what the President has proposed 
to the Congress—that only after some 
sizable payments have been made against 
our national mortgage can significant tax 





RESUME OF THE BUDGET 


(Fiscal years. In billions) 














1955 1956 1957 1958 1959 1960 1961 
Actual Actual Actual Actual Actual Estimate Estimate 
Budget receipts $50.4 $68.2 $71.0 $69.1 $68.3 $78.6 $84.0' 
Budget expenditures 64.6 66.5 69.4 ate 80.7 78.4' 79.8' 
Budget surplus (+) 
or deficit (—) onl 41.6 +1.6 eS +.2 +42 


' Includes amounts for proposed legislation. 





on the military budget. At the same time 
new military concepts and high obsoles- 
cence hardware are increasingly costly 
and require a degree of flexibility never 
before known in military history. The 
competition between these two forces 
presents one of the most difficult problems 





as reflected in our country’s programs to 
maintain world peace and improve eco- 
nomic conditions throughout the free 
world will cost more in 1961 than they 
did in 1960, mainly because of larger 
disbursements by the Development Loan 
Fund under prior commitments. By fiscal 





























aa reduction or substantial new federal pro- jy military planning. There are almost year 1961. that Fund will have made com- 
erOUS gouins be undertaken. This is the first unlimited demands for financial support mitments for some $1.4 billion for loans, 
adil issue of the 1961 budget. for each of them. more than three-fourths of which are for 
enced Another problem is that of the extent roads, railroads, electric power generation, 
ration THE BUDGET ITSELF to which we can and should assist our and industry including industrial develop- 
ll un- Actually the proposed budget for 1961 sister nations of the free world in provid- | ment banks, in less-well-developed coun- 
male: 4 yet ae » military ti for ; tries. Because m jects whi 
in its contemplates expenditures at about $79.8 108 adequate military protection for all ae reo any of the projects which 
e and billion—$1.4 billion larger than fiscal free nations. We cannot relax our efforts are the subject of loans from the Fund 
1960 but $1 billion less than the reces- © help strengthen the military effective- are of such a nature that they require sev- 
sand sion-induced spending of fiscal 1959. ESS of our allies. This is essential to the eral years for construction, expenditures 
S$ an: Revenues will be at an all-time high of security of the free world. i far have been relatively small. In 
could $84 billion—the product of the high The major issue in this part of the 1961 the Federal Treasury will begin to 
r “ok level of economic activity which we one, budget is: Is the budget for defense and feel the momentum of such program de- 
many pect. military assistance large enough? The velopment. ae 
-deral & Let’s see what the $79.8 consists of, President is emphatic in his answer. In Clearly, the institution of such sub- 
pi Ciel wileas ethos ingnee:. cae Mectiaed by : his Budget Message to the Congress he stantial, long-term, and far-reaching pro- 
ates careful look at the 1961 budget. said: grams carries with it future budgetary 
> the If you will study the table of budget Our aim at this time is a level of military arr eatgigees a: sangre yon 
al & eee ttates you yal sae Cait ia hace Pricab agit oe goer es po h: —-) This is a continuing fact of our federal 
Z ; sit 6 ch, together with that of out  bdoeting process—and one which is be- 
ments § 1961 there will be an increase in the cost allies, is sufficient to deter wars, large or be i E hid I ee dong 
mort: § of programs of the Federal Government small, while we strive to find a way to yes ws Seg he Te, eh say Sipe: 
eficits B in all but two functional classifications reduce the threat of war. This budget, in a ate “ Pat “a ing eee 
— (major national security and commerce judgment, does that. pee from a zero base when he sets about 
poses. F and housing), as compared with fiscal , : . drawing up the ations Cage 2m 
oa ite his % jddiceting of te teted of 2. International Affairs and Finance. year. Commitments of the past—most of 
gov- government p erty the pressures for con The international activities of the Nation, them for most worthy and timely pur- 
€CO- tinually higher levels of government 
es of spending persist in spite of the most 
peal © zealous and persistent efforts to hold 
urged § S wi ; nm j 2 
get & them down, as will be shown in some BUDGET EXPENDITURES 
: un § examples in later paragraphs. ; ole 
nics. But the trend, in turn, is only a symp- (Fiscal years. In millions) 
le for § = tom of other causes. When we look at ___:1961 
good some of those causes, we will expose 1959 1960 Per Cent 
now other vital issues presented to the Ameri- Function Actual Estimate Estimate of Total 
have 7 > * ae $C 2 Cmca aime 7 ' oS er Eee » 
™ can people in the 1961 budget. Major national security $46,426 $45,650 $45,568 57.1 
eason d 1. Defense. Few of us need to be [€- International affairs and finance 3,780 2,066 2,242 2.8 
iding § minded of the complexity of the issues Commerce and housing 3,421 3,002 2,709 3.4 
surrounding the problems of defending —* and agricultural resources ye rye a rp 
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ment ed ce ~ helping to paeserrs the Labor and welfare 4,421 4,441 4,569 5.7 
‘scelf princip es 0 freedom and democracy Veterans’ services and benefits 5,174 5,157 5,471 6.9 
itselt throughout the world. For one thing the Interest 7,671 9,385 9,585 12.0 
it of pace of change is so great that it imposes General government 1,606 1,711 1,911 2.4 
yend- harsh problems on the processes of plan- Allowance for contingencies 75 200 3 
satter ning for military preparedness. Total $80,697 $78,383 $79,816 100.0 
se The costs of maintaining and operating 
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poses—dictate a large part of the con- 
tents of each year’s budget. The control of 
the President over the budget for any one 
year is greatly circumscribed. 

But the basic issue is whether this Na- 
tion is willing to help the underdeveloped 
areas of the world achieve a degree of 
economic advancement which will pro- 
vide hope to the peoples of these areas. 
Our own security in the world requires 
the continued confidence of these peoples 
in their ability to improve their lot as 
members of the free world society. Many 
of these areas are newly independent or 
are about to achieve independence. In 
all of them there is an increasing demand 
on the part of the peoples for economic 
betterment. 

3. Commerce and Housing. In com- 
merce and housing the expenditures budg- 
eted for 1961 will decline by almost $300 
million—wet, that is—if the Congress ac- 
cepts the recommendation of the President 
that postal rates be increased and taxes be 
levied on fuels for jet aircraft. 

Here the significant issue is the prin- 
ciple of requiring the beneficiary, rather 
than the public in general, to pay the 
costs of certain government services. The 
President has consistently espoused this 
principle with respect to government serv- 
ices which benefit certain groups—in these 
cases the users of the mails and the air- 
lines. 

But the fact of increasing costs of gov- 
ernment programs is reiterated here; un- 
less postal rates are increased to offset the 
traditional and rising postal deficit, the 
net costs to the general taxpayer of com- 
merce and housing programs will surely 
rise in 1961. 

It might be noted here that the postal 
deficit today is not the same kind of 
postal deficit the Nation endured in earlier 
years. The Post Office Department has 
introduced more modern machinery and 
methods and is planning substantial 
further improvements toward more efh- 
cient mail-handling. But the volume of 


mail handled has vastly increased in 
recent years, and thus the total cost of 
the activity is on the rise and far exceeds 
revenues at present postal rates. 

4. Agriculture. A look at the agriculture 
function in the budget discloses still other 
issues, in addition to those which are 
common to almost all others—rising ex- 
penditures and very little opportunity for 
presidential control over current program. 

The biggest single problem in the 
budget for agriculture is wheat. By the 
middle of this year we will have wheat 
stocks equivalent to about two years’ do- 
mestic supply—the highest on record. 
This is a product of outmoded production 
control laws and the incentives which 
come from high price supports. 

In his State of the Union Message, the 
President said: 


Our basic farm laws were written 27 
years ago, in an emergency effort to redress 
hardship caused by a worldwide depression. 
They were continued—and their economic 
distortions intensified—during World War 
II in order to provide incentives for pro- 
duction of food needed to sustain a war- 
torn world. 

Today our farm problem is totally dif- 
ferent. It is that of effectively adjusting to 
the changes caused by a scientific revolu- 
tion. When the original farm laws were 
written, an hour’s farm labor produced only 
one fourth as much wheat as at present. 
Farm legislation is woefully out of date, 
ineffective, and expensive. 


In order to compete in the world wheat 
markets without continued substantial sub- 
sidies from the Federal Treasury, and in 
order to encourage the making of mean- 
ingful adjustments in over-all farm pro- 
duction, we must take some steps to per- 
mit the laws of supply and demand to 
begin again to work in the market place 
for wheat and to free the farmer from 
undue controls. 

In the 1961 budget the President pro- 
poses that acreage controls on wheat be 
removed and that price supports be re- 
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lated to average market price over a base 
period of the last three years. 

The issue here is whether it does indeed 
serve the best purposes of our Nation 
and, in fact, the world to continue to pile 
up surplus stocks and pay carrying costs 
which, for all commodities, now amount 
to well over $1 billion a year. 

5. Natural Resources. Expenditures for 


natural resources in 1961 will be up by § 


about $150 million—to $1.9 billion—the 
largest amount ever spent for this purpose, 
The size of this budget reflects a recogni- 
tion of the great importance of natural 
resources to the Nation’s economic growth, 

Here again the increase is due largely 
to commitments made when projects were 
started in earlier years; only a small pro- 
portion is attributable to the 42 new proj- 
ects which will be started in 1961. 

Most of the increase is for water re. 
sources development and, as most of us 


know, the future water supply of ou 


Nation is a matter of sobering signif. 
cance. It involves issues of international 
agreements, federal-state relationships, 


flood control, cost sharing, conservation, F 
and research for converting sea water § 
and brackish water into fresh water, to § 


mention a few. 


The President has again recommended 
that legislation be enacted to require that 
which & 


identifiable nonfederal interests 
receive flood protection benefits bear at 
least 30% of these costs. This is a major 


policy issue in the financing of water te F 


source projects. 


6. Labor and Welfare. Budget ex. p 
penditures for labor and welfare activities, 7 


already at a record level, will increase in 
1961 by $128 million. They will total 
$4.6 billion, more than double _ the 
amount a decade ago. If social security 
and other payments from trust accounts 
are counted, expenditures for labor and 


welfare activities in 1961 will total more | 


than $20 billion, three and one half times 
the level 10 years earlier. 

In the 1961 budget message the Presi- 
dent said: 


Our Nation seeks to foster a climate of 
freedom and creativity in which education, 


the arts, and fundamental science can flout: | 
ish. The Federal Government helps in the § 
attainment of these objectives through pro 
grams for support of basic research, and to © 


educational institutions, and training assist- 


ance to individuals in various fields im- © 


portant to the national interest. 














He recommended increased appropria- P 


tions for high-priority education, and te 
search programs and enactment of new 
legislation to authorize additional aids to 
education. 


We all know that there is much to be § 


done in our country in furthering the 
cause of science, of health, of education, 
of welfare, and the many other programs 
which enter into the vast expenditures in 
the labor and welfare field. The rapid te: 
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cent growth of these programs and the 
numerous proposals for their further ex- 
pansion, however, raise a basic issue of 
national policy. 

We sense that there is a substantial 

uestion as to the portion of the responsi- 
bility which should rest on the shoulders 
of the Federal Government. 

This question arises when we consider 
that expenditures by the National In- 
stitutes of Health for grants and direct 
support of medical research have mul- 
tiplied manyfold in the last decade, while 
at the same time federal funds have in- 
creased sharply to more than half of our 
national health research outlays. It is a 
basic issue in the public assistance field, 
where the federal share has risen from 
44 per cent in 1946 to 58 per cent in 
1961 while federal expenditures haye 
quintupled to a total of $2.1 billion. It 
also comes to the fore every time the 
Federal Government significantly increases 
its aid for education, which has tradition- 
ally been a local, state, and private re- 
sponsibility. 

President Eisenhower has spoken out 
many times on this major issue concerning 
the intrusion of the Federal Government 
into fields which should more properly be 
carried out by private or by state and local 
units. In his address to the 1957 Gov- 
ernors’ Conference at Williamsburg, Vir- 
ginia, he highlighted the principle drawn 
from the struggle of the colonists: 


. those who would be and would stay 
free must stand eternal watch against ex- 
cessive concentration of power in govern- 
ment. 


Subsequently in the annual Budget 
Message to the Congress in January 1958, 
the President stated: 


. the continued vitality of our federal 
form of government requires that, to the 
maximum extent possible, primary respon- 
sibility for public programs be shouldered 
by that level of government most familiar 
with local problems and most responsive 
to them. We must exercise the utmost re- 
straint in assigning new programs and 
responsibilities to the Federal Government, 
and we should continuously search out 
those programs and activities now carried 
on at the national level that can and should 
be handled by the states or localities. 


7. Veterans’ Services and Benefits. 
Veterans’ benefits, like most other cate- 
gories of federal expenditures, are also 
growing. In 1961 they will increase $314 
million to a total of $5.5 billion, compris- 
ing almost seven per cent of the federal 
budget. This increase was caused by ad- 
ditional pension cases and higher pension 
tates, both authorized by the Veterans’ 
Pension Act of 1959. 

_ This country has not stinted in provid- 
ing for its veterans and their dependents. 
The special veterans’ benefits laws which 
the Congress has enacted are the most 
generous in the world. It has been es- 
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“Here’s an author with an inventive mind— 
the husband is taking the wife out to dinner” 


timated that under existing laws World 
War I, World War II, and Korean con- 
flict veterans and their survivors will re- 
ceive in the years to come benefits or 
services costing $300 billion—a_ total 
greater than our present federal debt. 

Some of these expenditures are highly 
meritorious. Others, however, raise major 
policy issues—pensions which are paid 
for causes not related to service, for ex- 
ample, originated after the Revolutionary 
War to provide relief to needy veterans. 
Today, however, we have a comprehensive 
social security program which insures 85 
per cent of all our labor force, and an ad- 
ditional eight per cent of the workers are 
covered by other public retirement pro- 
grams. Despite this, the veterans’ pension 
program has been continued, and even 
liberalized. Thus, a considerable propor- 
tion of our population will receive simul- 
taneous old-age benefits from two sets of 
programs. 

In his Budget Message, the President 
recognized this issue by saying: 


In addition to the special veterans’ pro- 
grams, a great majority of veterans partici- 
pate in the general social security, health, 
and welfare programs which are financed 
wholly or in part by the Federal Govern- 
ment. In the future these general programs 
will provide with increasing adequacy for 
the economic security needs of our elderly 
population, of which veterans and their 
widows will constitute a large and increas- 
ing proportion for several decades. 


Holding the cost of these programs to 
a sensible level can only be done if the 
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electorate understands these problems and 
makes known its desire for change. 

8. Interest. The federal debt now stands 
around $290 billion and the annual in- 
terest cost is around $9.4 billion—12 per 
cent of our budget expenditures. In 1961 
it is expected to be about $200 million 
higher. 

Much of this increase is attributable to 
the rental rates for money, which are 
higher at present than they have been at 
any time since the early 20's. 

One issue here is whether or not to 
remove the 414 per cent interest limita- 
tion on long-term government bonds. 

Under present law the Treasury cannot 
pay more than 414 per cent on govern- 
ment bonds. Yet the going rate for money 
is higher than 414 per cent for maturities 
of five years and over. Hence the Treasury 
is unable to borrow with long-term ob- 
ligations, and is forced to issue shorter- 
term issues exclusively. 

The first effect of this is to make more 
difficult an orderly management of the 
public debt; a larger and larger propor- 
tion of the total debt of the Government 
tends to become of the short-term variety, 
requiring the Treasury to refinance sub- 
stantial amounts at frequent intervals. 

A second effect of the ceiling is that the 
interest costs of the Government are in- 
creased, since the Government’s needs 
compete with the demands of business and 
the public for korrowed short-term money 
and tend to drive up rates to the point 
that at times the interest rate on short- 


(Continued on page 92) 
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The Accountant’s Interpretive Job 
HOW FAR SHOULD IT GO? 


Charles H. Griffin 


INANCIAL REPORTS of recent date, with 
Fine plethora of charts, diagrams, and 
other illustrations, make it plain that the 
accountant is giving much attention today 
to interpretation. Indeed, the current 
emphasis on managerial advisory service 
—called by some, the accountant’s new 
frontier—seems to embrace the interpre- 
tive role of the accountant as important 
to the logical conclusion of this activity. 

How far should the accountant’s in- 
terpretive role extend ? 

Historically, it has usually been carried 
out by undertaking after-the-fact analyses 
of observable changes in the accounts, in 
which conventional analytical devices have 
produced significant rewards. However, 
accountants have also indulged in before- 
the-fact forecasting, planning and pro- 
gramming. Through this, an attempt 1s 
made to foretell the accounting conse- 
quences and. financial implications of pro- 
posed new courses of action. 

Are both these practices— one historical 
analysis, the other projective interpreta- 
tion—consistent with the dimensions of 
the accountant’s interpretive role? 

Are there yet other areas in which the 
accountant has the capacity for fruitful 
interpretive service, and what are his re- 
sponsibilities in this connection? 


Could the accountant’s internal reporting 
to management be enhanced by greater use 
of statistical analysis and projection? 


DATA IMPORTANT 
TO DECISION-MAKING 

Accounting analysis—whatever its form 
—is directed toward providing informa- 
tion important to the formulation of re- 
liable judgments. Whether it be a critical 
examination of causal conditions or a 
projective interpretation based thereon, 
the analysis presumes availability of data 
that are sufficient, timely, and relevant for 
decision-making. The sources of these 
data are numerous. The accounting rec- 
ords, the primary concern of the account- 
ant, abound with useful information; yet, 
the translation of these data into mana- 
gerial decisions often implies the col- 
lateral use of other cogent financial and 
economic data. 

Many cases might be cited wherein 
accounting records alone have proved in- 
sufficient to support the taking of mana- 
gerial action or to provoke a change in 
existing policy. For example, the income 
tax consequences of proposed courses of 
action remain a compelling influence in 
electing what otherwise might appear to 
be equally desirable alternatives. Addi- 
tionally, consideration of the time value 
of money subtends very nearly the whole 
arc of management decision-making. The 
investment of funds for a specific purpose 
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fied public accountant’s certificates in the states of 
Texas and Illinois. His academic degrees (B.B.A., M.B.A., 
and Ph.D.) were conferred by the University of Texas. He 
was formerly a staff member of the certified public ac- 
counting firm of Peat, Marwick, Mitchell and Co., Dallas. 
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necessarily implies a lost opportunity for F 
other investments, with their promise of § 
interest or other reward. : 
Even in the analysis of data extracted 
from the accounts, one must be wary of 
drawing inferences of greater precision 
than the accounting system would seem to 
justify. Most accounting methodology in § 
its preoccupation with cost collection, clas. F 
sification, and allocation makes frequent F 
use of estimates and approximations. Such F 
use implies the acceptance of a permissive F 
range of error. Furthermore, while a sys- § 
tem contrived to provide the greatest pos § 
sible quantity of accounting data may be & 
impressive in its detail, it may be singu- 
larly deficient as a managerial aid. is 


HISTORICAL ANALYSES 

The compilation of data completed, 
their significance must be measured. The 
accountant’s responsibility as analyst re © 
quires that he elicit the meanings and 7 
implications of these facts. Traditionally, 7 
he has approached this task by seeking to | 
determine the causes of changes in ac | 
count balances and to measure the changes © 
in relationships between account cate 7 
gories. 

One of the earliest signs of interpretive 
progress was the introduction of com: 
parative data into the financial statements. 
The presentation of accounting data in § 
adjacent columns for a number of suc § 
cessive time periods has enabled the readet § 
to note quickly the directional movement F 
in the account balances. This type of § 
analysis has been enlarged to include ad- § 
ditional columns for amounts and pet § 
centages of change. Such a format, while 
an improvement over the older forms, 
does not, however, identify the forces 
responsible for variations nor measure 
their relative magnitude. 

Responding to the need for explanation © 
of causal factors, accountants have often 
appended useful supplementary schedules 
to their formal statements. These include 
statements of receipts and disbursements, 
sources and applications of funds, anal: 
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yses of variations in profit, and numerous 
others. Much useful information has also 
been obtained by measuring variations in 
the relationship of account categories 
within the statements. In this connection, 
it is observed that the analyses have usu- 
ally assumed a vertical posture, with 
various account classifications measured 
relative to others. Ratio and percentage 
analyses have been the techniques most 
frequently employed in this application. 
Some of their uses include the evaluation 
of current position, asset distribution, as- 
set mobility, relative position of the equi- 
ties, relationship of owner and creditor 
interests in assets, and a variety of other 
significant relationships. 

Vertical analyses also embrace such de- 
terminations as book value per share of 
stock, dividend rates, earnings per share, 
and the equity class interests in earnings. 
The vertical format has also been usefully 
extended to percentage analyses, wherein 
various account classifications are ex- 
pressed as percentages of a base measure- 
ment. These statements of percentages, 
more recently referred to as common size 
statements, have proved particularly useful 
in their comparative application to those 
of other businesses as well as to industry 
standards. These techniques of vertical 
and horizontal analyses should not be 
regarded as mutually exclusive analytical 
mechanisms; their benefits are com- 
pounded by their reciprocal indebtedness. 
Together with other important determina- 
tions, they have measurably improved the 
value of the accountant’s internal reports 
to management. 


PROJECTIVE INTERPRETATION 

Despite the acknowledged worth of 
these analytical measurements, they re- 
quire interpretation in the light of other 
influences. It is hardly necessary to say 
that the ultimate responsibility for the 
formulation of business policy and the 
making of decisions remains a managerial 
prerogative. Yet, there is also little doubt 
that the accountant in his data collecting 
and analyzing processes has acquired 
knowledge sufficient to justify his position 
as adviser. This role is often conceded by 
management. Some may conclude that be- 
cause of his unusual familiarity with much 
of the data requisite for decision-making, 
the accountant is especially well fortified 
to engage in useful financial projections. 
Yet, it must be recognized that many of 
the influences important in the deliber- 
ative processes of management do not fall 
within the purview of his primary respon- 
sibility and concerning which he may have 
little knowledge. To the extent that such 
external influences assume the more prom- 
inent role in decision-making, the value 
of the accountant’s projective contribution 
would appear to be reduced. 

In truth, reliable business projections 
tequire the use of methods derived from 
both the accounting and statistics disci- 









“1 told you those ‘pay later’ people would find us!’ 


plines. The accountant has long accepted 
the statistical mechanism for data collec- 
tion; however, he has hesitated in the use 
of statistical analysis. However, current 
forays into the field of management con- 
sultation by other professional groups 
emphatically focus attention upon the pos- 
sibilities for increased statistical applica- 
tion in the solution of management's 
problems. Refinements in existing instru- 
ments of measurement, as well as new 
developments, dramatize this opportunity. 

The statistics discipline enlarges the 
possibility for understanding the forces 
responsible for the behavioristic patterns 
of business. Through the use of the 
mechanism of time series analysis, the 
effects of seasonality, secular trend, cycli- 
cal rhythms, and irregular or erratic move- 
ments can be identified and measured. 
Also, through the use of index numbers, 
accounting data reflecting variations in 
monetary value may be deflated and there- 
after profitably used in comparative and 
other studies. 

Perhaps the hesitancy of accountants to 
utilize statistical analysis—particularly its 
projective potential—may be attributed to 
a peripheral reaction to a basic conviction 
of many accountants—that only those data 
should be recorded in the accounts which 
are objectively determined and supported 
by verifiable evidence. Nonetheless, ac- 
countants frequently have indicated a 
willingness to engage in accounting and 
financial prophecy so long as their pro- 
jections are not reflected in the actual 
accounts. Evidence of this indulgence is 
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to be found in their participation in the 
preparation of budgets, financial plans, 
and other types of anticipations. The ex- 
cellence of their contribution in these 
areas hints at the value which might pos- 
sibly be adduced from extending the ap- 
plication of statistical analysis and projec- 
tion to other forms of internal reports. 

The mutual dependence of accounting 
and statistics is generally acknowledged. 
The importance of statistics is given cur- 
ricular support by most colleges, which 
require completion of courses in statistical 
method for baccalaureate degrees in busi- 
ness. In consequence, one may infer that 
the graduate in business does have a basic 
understanding of these tools and the ben- 
efits accruing from their application. 

R. M. Trueblood, a frequent and au- 
thoritative spokesman for both statistics 
and accounting, invites their cooperation 
that the rewards of their mutual support 
may be achieved. ‘‘The entire problem of 
adapting statistical methodology to ac- 
counting and management controls still 
lies largely ahead. To attack and satis- 
factorily resolve a problem of these di- 
mensions will involve creative use of the 
resources of both the accounting and sta- 


_ tistical professions. In part, the attack will 


have to come at the level of fundamental 
research. Partly, the attack will be di- 
rected piecemeal at the level of practical 
expediency. It is well, therefore, to recog- 
nize the limitations as well as resources 
of both disciplines. Accountants are not 
going to establish statistical techniques. 
(Continued on next page) 
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New York: 
Boston: 
Chicago: 

San Francisco: 
: Montreal: 
NATIONWIDE SERVICE Toronto: 





\ he ever rising volume of data needed and the attend- 
ant cost of processing, poses a challenge we would like 
to meet for your business . . . tabulating, tape-to-card 


conversion, punched card services, peak-load and special 
machine work. 


The gauge is the three M’s of service we offer — 
MACHINES, MANPOWER, METHODS, all more than 
adequate to meet time deadlines regardless of volume, 
at a known cost per application . . . no hidden or extra 
costs. PLUS, a depth of experience in data processing to 
draw upon in solving even unprecedented problems. 


Our representative will call on request— 


simply write Dept. C16. No obligation of course 


RECORDING & STATISTICAL 
CORPORATION 


Operating a nationwide system of regional service bureaus for data processing 
Executive Offices: 176 Broadway * New York 38, N. Y. 


100 Sixth Ave., New York 13, N. Y. WOrth 6-2700 

566 Atlantic Ave., Boston 5, Mass. Liberty 2-5365 

223 W. Jackson Blvd., Chicago 6, Ill. HArrison 7-7357 
560 Sacramento St., San Francisco 11, Cal. EXbrook 2-4341 
407 McGill St., Montreal, Canada. Victor 2-3831 

439 Wellington St., W., Toronto, Canada. EMpire 3-4951 











Statisticians are not going to solve man. 
agement control problems. Collaborative 
efforts between the two disciplines will 
be required.” (R. M. Trueblood and 
R. M. Cyert, Sampling Techniques in 
Accounting, Prentice-Hall, Inc., Engle. 
wood Cliffs, N. J., 1957, p. 81.) 


COMMUNICATION OF 
INTERPRETED DATA 

An additional consideration in measur. 
ing the scope of interpretation in internal 
reporting concerns the effectiveness of 
communication. The fulfillment of the re. 
porting function presumes the use of 
those methods of communication which 
will lucidly and quickly convey the sig. 
nificance of the interpreted data. To this 
end, the accountant is importuned to use 
those methods of description—whether by 
graphic or tabular presentation, a count- 
ing schedules, or narrative explanation— § 
which are most easily understood by the 
reader. 

“Not infrequently the communicative 
efforts of the accountant, like those of 
other professional people, are punctuated 
by well-worn words and phrases that § 
mean little or nothing to the laymen; and, 
upon analysis, quite surprisingly he finds 
that they mean very little to himself. Per- 
haps they seem to be justified by precedent 
and to carry with them a suggestion of 
authority or finality; perhaps, in some 
situations, as one sardonic member of the 
profession has noted, polysyllabic sonority 
confers no end of dignity and conviction 
on an otherwise arid report.” This ob- § 
servation by Eric Kohler bespeaks the 
pitfalls implicit in the use of an inherited 
professional jargon. (E. L. Kohler, A & 
Dictionary for Accountants, Se-ond Edi- 
tion, Prentice-Hall, Inc., Englewood § 
Cliffs, N. J., 1957, p. vii.) j 


CONCLUSIONS 

The author does not take a position as 
to what are, or should be, the appropriate 
dimensions of the accountant’s interpre- 
tive function in internal reporting. He 
merely poses the question as to the pos- 
sible value to be adduced from establish- 
ing definitive limits for this responsibility. 
Definitions of accounting often provide 
succinct descriptions of the nature of the 
accountant’s work, but they give little 
directional guidance in the determination 
of useful limits for accounting interpreta- 
tion. The accountant has derived benefit 
from and has keen directed by an ortho- 
dox methodology in his recording proc- 
esses; he has been guided helpfully by 
regulatory agencies, professional sccieties, 
and established conventions in his report: 
ing function. However, he has been given 
comparatively little aid in determining § 
the extent of his responsibility to manage- 
ment in interpretive internal reporting. 
Measurable benefit might well accrut 
from a delimitation of the scope of this 
important function. 
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Another first from 
Recordak—the new 
Lodestar Reader 
with magazine load- 
ing! This remarkable 
microfilm reader intro- 
duces an entirely new 
concept in reference 





work. Cuts “look-up” 
time from minutes to seconds! And so easy—just slip 
the microfilm magazine into the reader-slot and the 
Lodestar turns on automatically. No threading! No 
adjustments! No waiting! Hands never touch film. 
Fast as the Lodestar advances your film (at 
speeds up to 600 ft. per minute), the code lines 
are easy to follow . . . lead you right to the pic- 
tures you want. 


S=RECORDPK’ 


(Subsidiary of Eastman Kodak Company) 


originator of modern microfilming 
—now in its 32nd year 






New microfilm reader 
with magazine-loading! 


By far the easiest and fastest to use! 
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LODERTAR READER 





It’s easy to produce films for use in the Lodestar! 


“Yocuments are microfilmed and indexed szmul- 


taneously, with code lines keyed to the scale on the 


Lodestar’s screen. Then the film, with its thousands 


of images, is enclosed in a specially designed maga- 


zine—ready for instant use! 


Many types of business will find use for the new 


Lodestar. For example, a large retailer, with hun- 


dreds of Lodestars in branches, reports that this new 


reader lets them find any item in 32,500 pages of 


parts data in 20 seconds or less! 
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¢ Tax 

¢ Accounting 

¢ Insurance 
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¢ Remaining Life Estimate 
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Distribution Analyses 
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STANDARD 
APPRAISAL | 
COMPANY | 


DIVISION OF 


MARSHALL and STEVENS 


INCORPORATED 


6 CHURCH ST., NEW YORK, N.Y. 
CORTLANDT 7-4493 


F  agorcoaa COMPANIES, acting through 
their executives and other employes, 
should take an active part in the political 
and governmental process, in the opinion 
of a majority of 198 manufacturing ex- 
ecutives participating in a National Indus- 
trial Conference Board survey. 

The extent of participation advocated 
and practiced by these executives’ com- 
panies ranges all the way from group ac- 
tivities through such organizations as 
trade associations to merely encouraging 
employes to get out and vote. Nearly all 
favor the latter course, and many also 
urge their employes to give financial sup- 
port to the party of their choice. 

Reasons most frequently advanced to 
explain their companies’ participation in 
politics include: 

It is part of a company’s “responsibil- 
ity of citizenship.” 

The welfare of most companies is very 
dependent on the actions of federal, state 
and lozal governments. 

Unless industry becomes active in poli- 
tics, it will be at the mercy of legislative 
bodies controlled by aggressive minorities 
that lack sympathy or concern for the 
problems of industry. 

On the other hand, a significant minor- 


| ity of the executives participating in the 


survey believe that the corporation as such 
cannot and should not take any position 
or active part in the political process. 


| Some of these respondents fear that their 


efforts would prove to be ineffective or 
even harmful because they lack political 
skill and finesse. Other companies are 
hesitant to become active for fear they 
might be misunderstood by their employes. 





EFFECTIVE OFFICE 
WORK MEASUREMENT 


Your Tool To Reduce Costs—Improve Work Output 


60 East 42nd Street 
New York 17, New York 
OXford 7-765 





A carefully implemented program of work measurement—based on the 
needs of the office, not the factory—furnishes answers to your most perplex- 
ing office problems. Cost per work unit, productive vs. non-productive time, 
standards of output, clerical labor forecasting, work distribution, machine 
utilization and job descriptions are but a few of the areas explored, clarifiet 
and improved as a result of office work measurement. 

Specializing in work measurement and other phases of administrative cost 
control, the Frank M. Knox Company can direct your firm toward lower costs 
and increased efficiency. There is no obligation for complete factual informa- 
tion. Call or write, today, for details of the Knox Service. 


THE FRANK M. KNOX COMPANY, INC., Management Consultants 


1009 Rockwell Avenue 
Cleveland 14, Ohio 
TOwer 1-1033 











Business Encourages Participation in Politics 








Almost all respondents are in favor of 
their top executives actively participating 
in the political process as individuals 
These cooperators reason that there are 
many areas in government where sound 






business thinking is critically needed for § 





the well-being of the Nation and believe 
it is up to qualified businessmen to step in 
to supply it. 

Most feel, however, that the demands 
made on the time of top executives by the 
business affairs of their companies usually 
make it impossible for such executives to 
also play effective political roles. 

Cooperating companies are also almos 
unanimously in favor of encouraging em. 
ployes other than top executives to take an 
active part in the political parties of their 
choosing, although they stress that this 
must be done on a nonpartisan basis, 
Among the means used to stimulate in- 
terest are company support for “‘register 
and vote’ campaigns, and educational 
programs to encourage political participa. 
tion. Some of these education programs 
are set up by the company and some by | 
outside sources, but they are usually run 
on company premises and attendance is 
entirely voluntary. 

While most companies try to remain 
nonpartisan in the stimulation of em 
ployes, a few recommend candidates to 
their employes and give reasons for theit j 
selection. Cthers publicize the voting rec 
ords of legislators to their employes. 

Most of the cooperating companies are 
willing to give employes a_ reasonable 
amount of time off to carry through on 
the political programs for which the 
have volunteered. In fact, the Conference | 
Board finds respondents are more apt to 
encourage middle management and rank- 
and-file employes to accept such respon- 
sibilities than top executives because top 
executives are, as one cooperator states, 
“already overburdened with a host of 
other duties and activities.” 

Companies should keep their employes 
posted on proposed or pending legislation 
that will have an effect on the company of 
on business in general, according to all 
but four of the 180 firms responding on 
this point. However, few companies at 
tempt to keep their employes informed on 
all other legislative issues because the 
feel there are too many of them and that 














































to do so would prove confusing to the § 






average worker. 





One group of companies made a cart: § 
ful study of the legal ramifications, and 






their findings indicate that the sphere o! 
activity available to corporations is much 
larger than generally realized. However, 
despite any latitude available, most com 
panies seem to favor the avoidance 0 
partisan activity. 
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MONKOE 


.»-in which it helps a nursery’s garden-shop grow 


“We saved $4,125 the first year with our Monroe Accounting *That’s what people are calling their 


ation Machine,” says John Torizzo, partner of P A. Torizzo Nursery, W. 

yo Hartford, Conn. “This money is helping us build a bigger garden- 

“shop to expand our business. And, with our Monroe, we always get 
our statements out on time so we get paid quicker.” 


Through lower accounting costs, Torizzo Nursery enjoyed a 230% 
profit on the $1,745 they paid for their Monroe. In fact, hundreds 
of growing companies have invested in, profited with, 

Monroe Machine Accounting. Why not join them? 

As little as $750 buys it. i —_- 


[—) 
See the MAN from MONR E 


y, ADDING ¢ ACCOUNTING 
DATA PROCESSING MACHINES 


com: [A A DIVISION OF LITTON INDUSTRIES 


e ol 


Monroe Accounting Machines; because 
Monroes save money by lowering accounting 
costs... make money by freeing capital to 
grow on. 


j-—-———FREE CASE HISTORIES~~~-~“ 


Learn how Monroe Machine Accounting earns 
more “growing money” for companies like yours. 


Write: 
Accounting Machine Dept. 13 


Monroe Calculating Machine Company 
Orange, New Jersey 


for CALCULATING 


Monroe Calculating Machine Company, Inc., Sales and service in principal cities everywhere. General offices, Orange, N.J. 












Do’s and Dont’s of 
EDP — 


e Based on the experience of 17 
companies 

e Researched by a team of experts 

e Evaluated in one concise book 


Business Experience 
with 
Electronic Computers 


A synthesis of what has been learned from 
electronic data processing installations 


$5.00 


. an examination of the following 
areas in the light of those crucial 
choices which bear most strongly on 
the success or failure of an EDP 
program... 


Making the Decision: the decision- 
making study, determining the work to 
be processed electronically, the detailed 
study, selection of equipment. 


Preparing for and Introducing Elec- 
tronic Equipment: company education 
and public relations, the programming 
group, defining the scope of the first 
application, establishing an operating 
plan and a program timetable, working 
methods, coding techniques, controls, 
new clerical procedures and organiza- 
tion changes, program debugging and 
systems testing, parallel operation and 
conversion. 


Operating Electronic Equipment: posi- 
tion of the EDP machine center in the 
corporate organization structure, operat- 
ing the EDP machine center, program 
maintenance and revision. 

Plus—Relations with the manufacturer; 


Some unresolved matters and some 
thoughts on the next five years. 











USE THIS COUPON TO ORDER 
Orders from outside continental U.S. and Canada 
must be accompanied by remittance. 


sear, INSTITUTE 
RESEARCH 
FOUNDATION 


INC. 2 park avenue 


new york 16 new york 


(1 Check enclosed. 
0 Bill me. 
0 Bill my firm. 
















FEDERAL TAX ASPECTS OF ASSOCIATION ACTIVITIES* 


By George D. Webster 


Reviewed by WM. J. RITTER 
CPA, New York 

A question that is raised in the minds 
of accountants, attorneys and executives 
with regard to trade associations and other 
organizations exempt under IRC section 
501 is: 


What pitfalls must be avoided to pre- 
vent the loss of tax exemption or avoid 
taxation of certain transactions as doing 
business in connection with the association 
activities? 


The author of this book has presented 
a very palatable analysis of the basic re- 
quirements to obtain and retain tax ex- 
emption. 

Obviously due to the variety of organ- 
izations granted exemption, there can be 
no set rules promulgated that would be 
applicable to all concerned. The author 
in recognizing this fact presents the vari- 
ous facets of the applicable code sections 
by referring to prior court decisions and 
current IRS regulations and emphasizing 
that there are several conflicting decisions 
making the road a more precarious one 
to travel. 

The book should be studied by every- 
one interested in association management 
—both staff and elected officials—bearing 
in mind that the regulations should be 
examined annually for new rulings affect- 
ing a particular group. 


* Published by the Chamber of Commerce of 
the United States, Washington 6, D. C. $4.50. 


DEVELOPING A PRODUCT STRATEGY* 


The over-all management responsibility 
for product planning and development 
was the basis for the special conference of 
February 1959, sponsored by AMA's Re- 
search and Development Division, from 
which most of this book is drawn. To 
further emphasize the need for an or- 
ganized, rounded approach, papers have 
been added from earlier AMA reports 
highlighting the contributions made by 


top management, the controller's office, 


research personnel, engineering and pro- 
duction, and the sales organization. 


Following a general introduction, the 7 


book is divided into six parts, each with 
its own introduction: Planning and Or 
ganization; Research and Exploration; the 
Product-Screening Process; From Engi- 
neering to Production; Marketing Plans 
and Procedures; and Financial Require- 
ments. 





* Published by The American Management 
Association, 1515 Broadway, New York 36, 
INS OX 87090: 


CREDIT MANUAL OF 
COMMERCIAL LAws, 1960 EDITION* 


For the 52nd year, this one-volume 
reference work for executives is being 
issued in revised annual form by the Na- 
tional Association of Credit Manage- 
ment. Among important federal changes 
covered in the new volume are six 
amendments to the Federal Bankruptcy 
Law, a law to counteract the effect of a 
U. S. Supreme Court decision that a state 
may tax the net income from interstate 
operations of an outside-the-state corpora- 
tion, and a statute extending the Re- 
negotiation Act to June 30, 1962. 

With 47 state legislatures in session 
during the past year, the number of new 
state laws and changes affecting credit 
operation was substantial. The opening 
chapter of this book summarizes their 


application to such fields as sales and use © 
taxes, secured transactions, assignment of § 
liens, me © 


accounts receivable factors’ 
chanic’s liens, bad check laws, claims 
against estates and so on. 

New features of the 1960 Manual in- 
clude a summarization of 1959 state in- 
stalment sales laws and a section on 
definitions of less-technical words and 
phrases used in automation. 

* Published by the National Association of 
Credit Management, 229 Park Avenue South, 
New York 3, N. Y. $12.00. 
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THE PREPARATION OF THE ANNUAL 
Report: A DOCUMENT OF MODERN 
BUSINESS* 


Over 75,000 annual, quarterly and in- 
terim reports were reviewed and classified 
in compiling the material for this book. 
The et Ste contained in this volume 
covers such areas as cover design, execu- 
tive messages, scope of operation, finan- 
cial narratives, charts, graphs, all types of 
art, photography, envelopes, paper stock, 
transmittal forms, and methods of print- 
ing. It also includes editorial matter and 
surveys concerning budgets, responsibility 
for the preparation of such reports, and 
distribution. 


* Published by Research Bureaus, Inc., Box 
68, Kensington Station, Detroit, Mich. $15.00. 


THE APPRAISAL OF CAPITAL 
EXPENDITURE* 


By C. G. Edge 


In this comprehensive brochure, the 
author deals with the major measuring de- 
vices employed in capital evaluation to- 
day. He includes suggested administrative 
procedures for approving appropriation 
requests as well as examples demonstrat- 
ing the method of computing results 
using compound interest formulae. Also 
discussed are such newer methods of ap- 
praisal as the discounted cash flow, the 
present worth method, or the investors’ 
method. 


* Published by the Society of Industrial & 
Cost Accountants of Canada, 31 Walnut St. 
South, Hamilton, Ontario, Canada. $3.00. 


ORDINARY AND NECESSARY 
EXPENSES* 


By William K. Carson and 
Herbert Weiner 


This book provides practical guidance 
on the tax problem of identifying those 
expenses which can be properly con- 
sidered “ordinary and necessary” and 
therefore deductible under the law. Sig- 
nificant cases representing each of the 
various types of expenses are arranged 
and analyzed according to their situations 
and the findings of the courts. Key fac- 
tors are discussed both for the purpose of 
tax-planning action and substantiation of 
expense deductions already claimed. 


* Published by the Ronald Press Company, 
15 East 26th Street, New York 10, N. Y. 
$10.00. 





A NEW APPROACH TO 


BUDGETING 


Write for Information 


McCORMICK & COMPANY 


Consulting Engineers 





Park Building Yonkers, N. Y. 
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DEPRECIATION AND TAXES* 


The many-faceted problem of the tax 
treatment of depreciation is discussed 
from the points of view of the various 
tax-oriented professions in this symposium 
volume. Fundamentals of depreciation 
policy are outlined in Part One with a 
summary of the purposes and functions 
of depreciation under the income tax; the 
impact of depreciation as an element in 
investment decisions; and General Foods 
Corporation’s experiences under the 1954 
revenue act and management's respon- 
sibility for depreciation policy. 

Part Two is devoted to a consideration 
of depreciation and the changing price 
level, and includes discussions of the fun- 
damental economic issues ; phantom prof- 
its as seen by an accountant; specific 








problems of utilities; and the question of 
management responsibility a inflation. 
Specific aspects of tax policy and manage- 
ment decisions are discussed in Part 
Three, with an examination of the rela- 
tionship between realistic depreciation 
and compensation policies; Internal Rev- 
enue policy on depreciation; problems of 
Internal Revenue Service administration; 
and the relation of depreciation to capital 
gains. 

Part Four is concerned with considera- 
tions in depreciation reform, and includes 
an outline of depreciation practices in 
foreign countries; proposals for deprecia- 
tion reform; and views on the establish- 
ment of priorities in tax reform. 


* Published by the Tax Institute, Inc., 457 
Nassau Street, Princeton, N. J. $6.00. 












Let STATISTICALS 


DATA-PROCESSING 








Ask for Brochures 
on any of these 
STATISTICAL 

Services: 









* Sales Analysis 





* Inventories 


* 





Accounts Receivable 
and Payable 






* General Accounting 






“* 


Production Planning 






Payroll 





Association Statistics 






Insurance Accounting 





+ + + & 


Market Research 
Tabulations 





Help You AUTOMATE 
To Keep Your Records 
UP-TO-DATE 


You don’t have to install addi- 
tional equipment or hire extra 
personnel to get the savings of to- 
day’s latest data-processing tech- 
niques. 

STATISTICAL provides all the re- 
ports you need on a low-cost, pay- 
as-used basis. 

If you have your own tab facili- 
ties, STATISTICAL can help you cut 
costs on overloads, conversions 
and other special assignments. 


SERVICE 


Just contact our nearest office. 








* Electronic Computer 
Service 














STATISTICAL facilities include 650 computers 
which open up new avenues of cost control 
to management. 
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TABULATING - 





53 W. Jackson Bivd., Chicago 4, Lil. 
CHICAGO - NEW YORK - ST. LOUIS - NEWARK 
CLEVELAND - 

VAN NUYS - SAN FRANCISCO - MILWAUKEE 


TABULATING CORPORATION 


Established 1933 


CALCULATING + TYPING 
TEMPORARY OFFICE PERSONNEL 


GENERAL OFFICES: 
Phone HArrison 7-4500 
KANSAS CITY - LOS ANGELES 


PALO ALTO - PHILADELPHIA 















STATEMENT 


at the Close of Business, December 31, 1959 


RESOURCES 

Cash and Due from Banks.............-- $ 96,855,662.11 
Securities—U.S. Government andits Agencies —97,555,758.45 
Securities—State and Municipal..... 2A 46,692,656.17 
Other Bonds and Investments. ........ 12,831,742.94 
Toans and DiIBCOUNES. ...< 6005 scccses ese 153,070,939.03 
Real Estate Loans—Insured or Guaranteed. 43.989,671.50 
Banking Houses—Furniture and Fixtures. . 4,237,422.85 
Accrued Interest and Other Resources..... 2,490,593.88 

$457,724,446.93 


LIABILITIES AND CAPITAL 


Capital ($12.50 par value).... 
S : 


eS 


MER hicks ca seris'6 see 
Reserve for Taxes, Interest, etc 
Reserve for Dividend........ 
Unearned Discount and Other Liabilities. . . 


De 


sits— 
emand 


eeeeeees 


eee wereeeees 


eee wee eee e ee ee eeresereeeee 


$ 7,000,000.00 
20,000,000.00 
3,513,498.86 
2,344,526.71 
406,000.00 
7,802,889.81 


$330,705,995.92 
85,951,535.63 416,657,531.55 





United States Government Securities at $27,920,293.58 are 
pledged to secure Public and Trust deposits as required by law. 


$457,724,446.93 
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The Management Looks at 
Profitability Measurements 
(Continued from page 62) 


bility of the manager, because time is one of the factors direct 


affecting profitability. The importance of this responsibility be. 


its life. 


Use Taxes as Booked. If the depreciation contour the manager : 


chooses is the same as the depreciation method used, either for 


the firm’s usual accounting depreciation or for the firm’s tay § 
determination, the income tax amount in the study obviously 
should be the incremental amount that will be shown on the § 


income statement. But in a case where the depreciation contour 
selected for the study is different from either of these, a ques. 


tion arises as to what depreciation contour should be used for § 


determining the tax. 
The manager has a free choice as to the depreciation contour 


he selects for the study. He has no such choice when it comes to F 
income taxes. They represent a real expense associated with the FF 
project, just as maintenance or other expenses. Therefore, the 7 
taxes shown in the study should be those payable, regardless of § 


the depreciation contour chosen. The taxes payable will be based 
on the depreciation contour used for the firm’s tax determina. 
tion, no matter what contour is selected for the profitability 
study. 

An Example. Let us suppose that we have at hand the best 
available estimates of the initial capital outlay required for a 
project together with the incremental revenues, taxes and ex. 
penses (other than depreciation) for each year. For comparative 


purposes let us first compute the return, using the discounted F 


cash flow method. 


TABLE G 
Discounted Cash Flow Profitability 
Total initial capital required for project—$10,000 
Estimated life—10 years 
Salvage value 10 years hence—O 








(1) (2) (3) 

Cash Flow (after Discount Factor Present Value of Cash 

Year tax, before depr.) at 39% Flow at 39% (1) X (2) 
1 $8,000 Fi $ 5,752 
2 4,000 .518 2,072 
3 2,800 a2 1,042 
4 1,800 .268 482 
5 1,600 .193 309 
6 1,000 .139 139 
7 900 -100 90 
8 800 .072 58 
9 700 .052 36 
10 600 .037 23 
Total $10,003 


As noted earlier, the particular discount rate which will pro- 
duce a total present value equal to the original outlay has to be 
determined by trial and error. Once determined this is the 
measure of profitability for this project. We would tell the in- 
vestor, theoretically, that for this project he is investing his 
funds at a profitability rate of 39 per cent. 

Before we can restate this example using the composite earn- 


ings-yield method, the manager has to make two decisions: § 
(1) The depreciation contour to be used and (2) the rate of § 


earnings to be assumed for the depreciation reserve. Let us as 
sume that the manager has indicated that straight-line depreci 
tion is appropriate for this project and that we can assume for 
the next 10 years average earnings of 7 per cent on the deprecia- 
tion accruals.8 To compute the profitability for the entire life 
of the project, then, we would show the derivation thus: 


5 The rate of earnings for the depreciation reserve may vary from 
practically nothing to the earnings rate for current projects. The earnings 
rate we want here is the one that can reasonably be assumed will exist 
over the life of the project we are studying; in the example, for the 
next ten years. It may be doubtful that over the next decade the funds 
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comes even more evident, as we shall see, when the manager F 
wishes to measure a project’s profitability for only a portion of § 
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Total Initial Capital Required for Project—$10,000 
Estimated Life—10 years 
Salvage Value 10 years hence—O 














TABLE H 


Composite Earnings-Yield Profitability 








s directly © 
bility be. & (1) (2) (3) (4) (5) (6) 7) 
manager a Cash Flow Total Earned Discount Present Worth 
ortion of (after tax, Straight-Line Profits Earned by* by Initial Factor of Total Earnings 
= Yea before depr.) Depreciation (1) — (2) Depr. Reserve Outlay (3) + (4) at 28% at 28% (5) X (6) 
manage | $8,000 $1,000 $7,000 $ 35 $7,035 781 $ 5,494 
ither for e 2 4,000 1,000 3,000 105 3,105 .610 1,894 
- Bi 3 2,800 1,000 1,800 175 1,975 477 942 
rms tx 4 1,800 1,000 800 245 1,045 373 390 
viously . 5 1,600 1,000 600 315 915 291 266 
1 On the F 6 1,000 1,000 0 385 385 .227 87 
contor M7 900 1,000 —100 455 355 178 63 
a au a 8 800 1,000 —200 525 325 .139 45 
, a ques Bg 700 1,000 —300 595 295 .108 32 
used for 19 600 1,000 —400 665 265 085 23 
contour q A. Total Future Earnings Discounted at 28% (i.e., present worth) $ 9,236 
_ B. Present Worth of $10,000 10 Years Hence Discounted at 28% (same rate used for Column (6)—i.e., ‘Redemption Price’’ in investor’s terms) 850 
comes to © 
_ - E TOTAL (A + B) (Which should equal, or nearly equal, the initial outlay of $10,000) $10,086 
or . 
diced * See Table | 
be based 
termina. As the investor would look at this computation he would say earnings from the reinvested depreciation reserve. This further 
fitability to himself: “Since the present worth of all future earnings assumption is made merely for the purpose of simplifying the 
and of the redemption price discounted at 28 per cent equals computation. 
the best what I shall have to put into the project, this means that the The profitability method would be simplified even more if 
cd fora} project will use my $10,000 for ten years, pay me what is we made the assumption that all profits, both from the project 
and ex: equivalent to interest of 28 per cent each year, and repay my and from the depreciation reserve (in other words, the entire 
parative original outlay at the end of the 10-year period. If I have faith cash flow) were retained and reinvested in the business, with 
scounted [> in the people who made these estimates, that is, if I am satisfied no payments at all to the investor until the end of the project’s 
that they have made provision for adequately protecting against life. At the end of the project's life the investor would receive: 
» the wastage of my capital, and if they have honestly told me in one lump sum the entire cash flow compounded at whatever 
} the profits that will result, and if I am satisfied with this rate rate the manager determines to be appropriate for funds avail- 
of earnings for the 10-year period, then I am willing to risk my able internally. Having computed the lump sum amount, it 
$10,000 on this project.” would be a simple matter to determine the compound interest 
| rate that would produce this amount from the capital initially 
dine TABLE | invested in the project over the number of years the project lives. 
(1) X Derivation of Amounts in Column (4) of Table H If this is a realistic assumption, the manager can use this 
— (1) (2) (3) method. In that case the profitability of the project is the com- 
= Depreciation Average Amount Earnings of pound interest rate so determined and the earnings-yield method 
42 Accruals in Depr. Reserve Reserve During need not apply. But in most businesses the investor takes out 
182 Year During Year _During Year == Year at 7% (2) X 7% — some of the profits in the form of cash dividends and leaves 
309 1 $1,000 $ 500 $ 35 some of the profits to be reinvested in the business. 
2 1,000 1,500 105 Cash Dividends Versus Increased Book Value. The profits 
a . yp po 175 from a project to an investor can accrue either in the form of 
36 : ‘a a be cash return (dividends or interest) or in the greater earnings 
23 6 1,000 5,500 385 leverage from the increased value (i.e., book value) of his 
no 7 1,000 6,500 455 investment, arising from reinvested earnings of the project. If 
8 1,000 7,500 525 all funds available internally can be assumed to earn at the same 
“ill pro- aes a pi rate as the project, the project's profitability will be the same 
is to be whether measured by the discounted cash flow method, or the 
isthe Profit Paid Out Versus Profit Retained. It is the assumption of  CoMposite earnings-yield method. Furthermore, the profitability 
the in- the earnings-yield method that the investor actually receives the will be the same whether it is assumed that the amounts earned 
ing his profits from the project each year. In our example we have made by the depreciation reserve are paid out or reinvested, or whether 
the further assumption that the investor takes out, in the form the profits on the project are paid out or reinvested. But where 
te eamt- F of profits, not only the earnings of the project, but also any funds available internally have an earnings rate different from 
cisions: a 
rate of mailable internally: can. be invested. any a oe oe ad future depreciation accruals on a given project. It is only the increase 
wee all ha pre Aveta peep apc ciescagy prontably than the total o in the depreciation reserve that is available for earning. Some of the 

a aes ; . a 5 ; accruals will always be used to cover charges to the reserve. At different 
eprecia- The earning power of all funds can often be approximated by relating times, and in different businesses, the reserve will increase by varying 

f net income, after taxes and depreciation but before interest, to the in- sreeaibcciea wh she aceu Re Red ge a : 
ime for ae ae i ade percentages of the accruals, perhaps, from 50 per cent to 80 per cent. 

: vestment in buildings and machinery (gross, before depreciation) plus If the return on net worth is expected to say 15 rent. for th 
eprecia- working capital (i.e., the excess of current assets over current liabilities). is GS 35 : sent tia ve ier al 
ste fi rad : ; baal next ten years on the average, the earnings rate on all funds invested in 
‘ire life € earnings rate so determined will generally be considerably lower than the enterprise may rata 1G ae ite weal & af 

the “return on net worth,” and higher than the “return on total assets,” pian lagen ei Seen sol oi pty sce static gr ie 
ete oe ee eae eg rear cael assumption to use for the earnings rate for the increase in the deprecia- 
ut it will represent a reasonable approximation of what any additional . 2 ae 
: as : iii he asi bs Alias caching a tion reserve. This would equate to perhaps 7 per cent on the depreciation 
iry from nds committed to the enterprise may earn over a period of years. accruals. We have used 7 per ce paar: aoe 
earnings Any modifications necessary to reflect a reasonable outlook for a partic- is ’ Ee 
iM exist ular firm should be made. What we want is an estimate for the future; 
for the the past can be only a guide. ME ESTAS Fe TE ee 
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the project being studied, the profitability of the project is 
affected by the assumption made as to how much of the profits 
are paid out to the investor and how much are retained 1n the 
business. 

For instance, the project’s profitability indicated in Table H 
is 28 per cent, on the assumption that a// profits earned by the 
project and by its associated depreciation reserve are paid out 
annually to the investor. If we were to make the assumption 
that some or all of the profits are retained in the business at an 
earnings rate of only 10 per cent, the profitability to the investor 
would be reduced below 28 per cent. The reduction would 
come about because we would, in effect, be forcing him to tie 
up some or all of his profit money at 10 per cent. The assump- 
tion in Table H that none of the profits is retained in the busi- 
ness tends to overstate the project’s profitability slightly, but the 
computations are simplified. 


SOME MANAGEMENT CONSIDERATIONS 


Need for Precision. The profitability of the project in Table H 
was 39 per cent as measured by the discounted cash flow method 
but only 28 per cent by the composite earnings-yield method. 
For projects where the profitability is very high, it probably 
makes little difference what method is used; or even if any 
method beyond ordinary management “‘feel’” is needed. But 
where a project’s profitability may be approaching a cut-off rate, 
or the cost of capital or some other yardstick that determines 
whether a project should or should not be undertaken, then it 
is highly important to pinpoint the precise rate that applies to 
the project. For example, if the manager has determined that he 
should not undertake a project earning less than 20 per cent for 
the investor, then it is crucial to know whether the project's 
profitability is, for example, 24 per cent or 17 per cent. 

The objection may well be made that such precision is not 
needed, and that it is illogical because of the impossibility of 
making estimates with any real accuracy for future periods. It 
might be argued that this is akin to the engineer who starts with 
some rough estimates and assumptions and carries his final 
answer to three decimal places. There is some validity to this 
objection, and it is not suggested that the composite earnings- 
yield method be used where less refined methods will suffice. 
But there are situations in practical business management where 
refinement and precision are needed in profitability appraisals ; 
where the difference of just a few percentage points may control 
the manager's decision to go ahead with a project, or to select 
one project ahead of another. 

Partial Life Profitability. With the discounted cash flow 
method it is not possible to reflect profitability for any time 
period less than the entire life of a project.® This is so because, 
by the assumptions inherent in the method, the rate of profit 
remains fixed during each year the project lives, while the 
principal is being repaid in varying amounts. This is true re- 
gardless of the contour of the cash flow. The rate of profit is 
fixed. The variable factor is the repayment of the principal 
(comparable to depreciation accruals). 

With the composite earnings-yield method, the depreciation 
contour (i.e., the repayments of the principal) is fixed, and the 
variable factor is the profits remaining to the investor during 
each year the project lives. With this method, therefore, it is 
possible to compute the profitability for the project’s first year, 
or several years, or any portion of its life. 

That this may be of real significance hardly deserves mention 
to practicing managers. It is one thing to say that a project is 
quite profitable over a long period of time, but it may be equally 
important to know what those profits will be during the early 


®Of course, a shorter life for the project could be assumed, but then 
this would require an estimate of the remaining value. This is tantamount 
to estimating the depreciation contour in using the composite earnings- 
yield method. 
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years. It may not be enough to know that the investor comes out f 
all right in the long run. Sometimes the decision to go ahead 
with a project may hinge on how big a profit hurdle there js | 
during the years immediately ahead. Often it may be important 
to know these early year effects, both as to how they will appear 
on the income statement and in the profitability study. 

Questions to be Answered. The manager has every right to 


have the following information about any project he is con. F 


sidering: 


1. How much initial outlay will be required? 

2. Where can new capital be obtained, and at what terms? 

3. What is the profitability of the project: 
a. For its entire life? ’ 
b. For the first three years (or two or five or whatever 

period is significant)? 

. What will be the effect on the income statement for the 
project's first year (or each of the first two or three years, 
or whatever period is significant) ? 


> 


The answer to the second question will depend on qualified ad. F 
vice from investment bankers or other financial advisors as to § 
how a new security issue by this firm would be received in the 7 
capital market. The answer to the fourth question will usually 7 
be available from the work papers used for developing the cash 
flow for Column (1) of Table H. The profitability study, Table 
H, shows the initial outlay (Question 1) and gives the answer 
to Question 3a. The only remaining unanswered question then 
is 3b: What is the profitability of the project for the first three § 
years (or two or five or whatever period is significant)? Let us | 
use three years as an example. 

First Three Years. Table H shows the total profits for each of F 
the first three years in Column (5). The earnings-yield method, 
by trial and error, then develops a discount factor of 47 per 
cent as measuring the profitability of the project for its first 
three years, thus: 












TABLE J 
First Three Years’ Profitability 
(1) (2) (3) 
Total Profits (both Discount Discounted Profits 























Year from project and reserve) Factor at 47% at 47% (1) X (2) 
1 $7,035 -680 $4,784 
2 3,105 463 1,438 
3 1,975 315 622 
Total discounted profits $6,844 
Discounted value of original outlay three years hence 3,150 
Total $9,994 


The profitability rate of 47 per cent for the first three years 
compares with 28 per cent for its entire life. With a different § 
profit contour we might have arrived at the same 28 per cent 
profitability over the entire life of the project but a quite differ- 
ent profitability rate for the first three years. 

This technique of measuring the profitability of a project for 
the early part of its life is not suggested as the basis for 4 
decision to abandon the project early in its life. The profitability 
of 47 per cent for the first three years of the project in Table | 
depends on the project living out its entire life as projected in § 
Table H. If early abandonment, with the accompanying tax § 
write-off effects, is a feasible decision, then the profitability of 
such a revised project should be tested by recasting all the 
original data to reflect the short life. 





REACHING A DECISION 

The manager is now in a position to work toward a decision. 
He knows the project’s profitability for its entire life and for the 
first three years (or whatever period is meaningful to him). He 
knows how the project will affect the income statement for the 
first year (or more) of its life. He knows where new capital 
can be obtained and at what terms. 
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Earnings Requirement for Internal Funds. A portion of the 
capital needed for new projects in any year will usually be 
available from two internal sources: (1) The net increase in 
the depreciation reserve and (2) retained earnings. Obviously 
retained earnings should earn at least as much for old investors 
as new capital put into the enterprise by new investors. The 
question, then, is this: Should a net increase in the reserve be 
considered as “free capital” or is there an earnings obligation 
associated with it? 

Perhaps if the profitability studies of all past projects had 
anticipated zero earnings on the depreciation reserve there might 
be some justification for the “free capital’ argument. Certainly 
the depreciation reserve, under theoretical conditions, would 
represent merely the temporary use of this “free capital,” as 
is the case with any other funds available in various types of 
reserve accounts. How long the funds represented by a net 
increase in the depreciation reserve are available depends upon 
the dissimilarity of the contours of accounting depreciation 
compared with physical depreciation, obsolescence or other 
wastage, that is, how much earlier we charge depreciation ex- 
pense than we use it to retire the asset or a portion thereof. 

In most cases the practical manager probably would insist that 
any funds ‘made available from the depreciation reserve earn 
just as much as new capital or retained earnings. From the 
viewpoint of the profitability study, therefore, we might well 
assume that all the capital needed for a given project is new, 
external capital. This assumption may represent a slight hedge 
against unestimated contingencies, but it is not of sizable sig- 
nificance. 

Minimum Yardsticks. In comparing the profitability of a proj- 
ect with the cost of new capital, the manager gets into considera- 
tions that go far beyond the scope of this discussion. The cost 
of capital is a complex determination. Should the cost be for 
equity or debt capital, or a weighted cost with some of each? 
Should it be historical cost, current cost or estimated cost during 
the life of the project? 

Most managers probably have some minimum profitability 
they are willing to consider for proposed projects. The important 
thing is to have a statement of the project’s profitability that is 
designed in terms comparable to this yardstick. Both can 
probably best be expressed as a return on capital in terms the in- 
vestor might use. The composite earnings-yield method is 
suggested for this use. The final determination for undertaking 
a proposed project will involve many other considerations that 
have to be weighed in the balance. Any profitability method 
can serve only as a helpful aid in arriving at a management 
decision that is sound for a particular enterprise. 


CONCLUSION 

Undertaking a new project is a basic responsibility of man- 
agement. Even though the project may be undertaken for 
reasons other than financial, the manager (i.e., the president, 
general manager, chief administrative officer or whoever holds 
this responsibility) should know what the financial effects of 
undertaking the project will be. These effects will always in- 
clude the reaction on the firm’s balance sheet and income state- 
ment, but the manager should not always make his decision from 
this viewpoint alone. He should have some method by which 
he can appraise the profitability of the project in terms the 
investor might use. These terms should reflect the “‘real’”’ effects, 
that is, the economic realities of undertaking the project as 
distinguished from the “booked” effect that will appear on the 
company’s financial statements. 

In appraising the profitability of a project the manager has 
the moral responsibility toward the investor for doing two 
things: Protecting the integrity of the investor's investment and 
stating the project’s profits as honestly and accurately as possible 
over each of the years the project will live. In order to fulfill 
this responsibility the manager will have to establish an ap- 
Ptopriate depreciation expense contour for the project. This 
contour usually will be based on the depreciation methods used 













in the company’s official accounting, but not necessarily so. The 
profitability measurement should use whatever depreciation con- 
tour will best meet the dual responsibility the manager has 
toward the investor. The discounted cash flow method does not 
usually meet these objectives. The profitability measurement 
should try to answer the question, “What will the outlay re- 
quired for this project earn for the investor over the life of this 
project?” 

The composite earnings-yield method is suggested for answer- 
ing this question. This method expresses the profit to the in- 
vestor, both from the project and from its associated depreciation 
reserve, that will accrue over the life of the project. It assumes 
that the annual profits, both from the project and from the 
funds in the associated depreciation reserve, are paid out an- 
nually to the investor. Before the “profits” from the depreciation 
reserve can be developed, the manager has to determine the 
earning power of such funds. It is suggested that he use as a 
guide the firm’s record and outlook over several years of earn- 
ings on the gross investment in buildings and machinery plus 
working capital. 

In addition to the project's profitability rate for its entire life, 
as determined by the composite earnings-yield method, the man- 
ager will want to know the project’s profitability during its early 
years. He may want this shown by the composite earnings-yield 
method for the first three years (or some other such period) 
and as the incremental effect on the company’s income statement 
for the first year (or longer period) of the project's life. 

While it can be argued that some proportion of the funds 
used for new projects is always available from internal sources, 
the manager may well assume that all the initial capital needed 
to get a project started, from whatever source, should earn at 
the rate needed for new, external capital. What minimum yard- 
sticks the manager uses for testing the financial desirability of 
a project goes beyond the scope of this discussion. But it is 
suggested that whatever yardsticks he uses, and the profitability 
measure, both be expressed in similar terms, and that they be in 
terms the investor might use. The composite earnings-yield 
method can serve for this purpose, with the full recognition that 
the final determination may involve many factors other than 
simple financial profitability. 



































“To get an over-all picture of our business, 
| suggest we call in the switchboard operator” 
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Cincinnati, Ohio (10P BELOW) 


Directors of the Cincinnati Control of 
Controllers Institute met recently with 
Institute President Roger A. Yoder to 
discuss local and national activities. 





THE CONTROLLER....... ero. 


(Seated from left): Institute Director 
C. Kenneth McCracken, Cincinnati; In- 
stitute Director Claude W. Hupp, Louis- 
ville; Institute Managing Director Paul 
Haase, New York; Cincinnati Control 
Secretary Ronald Jeanmougin and Vice 
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iL} LONG SHOTS & CLOSEUPS WITH THE CONTROLLER CAMERA 


President Charles P. Reynolds; Institute 
President Yoder, Detroit; Cincinnati Cop. 
trol President Louis T. Huser; and Cin. 
cinnati Control Directors Arthur L. Erh. 
mantraut, Dean P. Fite, Ralph W. Miller, 
J. Paul O’Brien, Walter G. Albrinck, and 
George L. Schafstall. 


(SECOND AND THIRD LEFT) 


Hempstead, L.I., N.Y. 


Members of the Long Island Control of 
Controllers Institute observed their fifth 
anniversary on January 12 at a dinner 
meeting at the Hempstead Country Club, 
at which national and local officials of the 
Institute were honored guests. Those pres. 
ent on that occasion were: 

(Standing at the head table left to right) 
Institute Director L. Keith Goodrich, Mc. 
Graw Hill Publishing Co.; General Chair- 
man of the _Institute’s 


Inc.; New York City Control President 
Harold R. DeJager, Oxford University 
Press, Inc.; Institute President Roger A. 
Yoder, Detroit Steel Corporation; Long 
Island Control President L. E. Robertson, 
Sperry Gyroscope Company Division of 
Sperry Rand Corporation; National Direc- 
tor David F. Devine, American Bosch 
Arma Corporation; Eastern Area Vice 
President Donald P. Jones, Sun Oil Com- 
pany; and Newark Control President 
Max S. Simpson, Socony Mobil Oil Com- 
pany. 


(LOWER LEFT) 


New York, N.Y. 


Members of Controllers Institute's 
Committee on State and Local Taxation 
met in New York on January 13 to review 
the status of their recommendations and 
to plan future steps in connection with the 
Committee’s program. Seated center at the 
table is the Committee’s chairman, L. A. 
Ridgway, comptroller, Associated Seed 
Growers, Inc., New Haven, Conn. Also 
present, seated left to right, were Harty J. 
Fravert, Walter Walsh, LaBurne C 
Metzger, Walter Chwals, A. H. Wiede- 
man, Mr. Ridgway, Colin MacLennan, 
Paul A. Reck, Claude W. Hupp, Alvin F. 
Lundberg and M. B. Shelly. Standing, left 
to right, T. E. Devine, Frederick F 
Schantz, L. C. Waggoner, Institute Prest 
dent, R. A. Yoder, Paul Haase, Frederick 
C. Sheppard, Walter W. Walsh and John 
McFarland. 






1960 Eastern | 
Conference H. H. Blevins, Merck & Co., | 
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Profile of an Embezzler 


More than $1 billion a year is lost to 
industry through employe frauds, accord- 
ing to J. S. Seidman of Seidman & Seid- 
man, certified public accountants. Mr. Seid- 
man, president of the American Institute 
of Certified Public Accountants, based his 
findings on a study of over 500 cases of 
accountancy fraud. 

The average man who commits fraud is 
about 36 years old, married, earns $7,000 
a year, Owns a Car, participates in social 
and community work, and drinks very 
moderately, according to Mr. Seidman. 
The offender has generally been employed 
with his company for more than five years 
and has reached a position of trust by 
honesty and competent effort. His home 
may be in any part of town and he may 
occupy any position from watchman to 
president. 

“Most embezzlements are made pos- 
sible because employers have faulty sys- 
tems of control or, if the system is a good 
one, because of a human slip-up in apply- 
ing the system,”” Mr. Seidman said. “In a 
few instances, the employe has been 
trained to steal for the employer and 
winds up stealing from him. 

“Generally, what the thief does,’’ Mr. 
Seidman explains, ‘‘is to grab the cash on 
its way into his company and hope that 
the money will not be missed for some 
time. Another channel is to take money 
out of the company by fake disburse- 
ments. A frequent hideout is the petty 
cash box, or else the padding of bills, pay- 
tolls and expenses. Sometimes he is con- 
nected with two institutions—his com- 
pany and a charitable enterprise, for ex- 





Chicage, Illinois 


At a recent meeting of the Chicago 
Control of Controllers Institute, President 
Roger A. Yoder congratulated Charles F. 
Axelson, controller, United Gypsum Com- 
pany, Chicago, on his appointment as the 
general chairman of the Institute’s 1961 
Annual Conference to be sponsored by 
the Chicago Control (of which Mr. Axel- 


ample. He then plays one against the 
other. 

“Investigations and check-ups by au- 
ditors do not always uncover frauds be- 
cause the audits may be too limited in 
scope or the auditor, who is after all only 
human, may slip a cog. Generally, how- 
ever, it will be found that the fraud doer 
has gotten by because the company has, to 
save money, gambled on a skimpy control 
system and has lost. It is like running the 
risk of going without fire insurance. 

“However, when all is said and done, 
fraud is primarily a matter of human 
weakness, and the best insurance against 
it is the proper selection and training of 
the personnel,” Mr. Seidman concluded. 
“Audits of their past activities and keep- 
ing tabs on their current outside doings 
and mode of living will be very revealing.” 


Corporate Giving 


A total of $2,118,000 has been spent 
by Bethlehem Steel Company since 1953 
in assistance to 67 privately endowed ed- 
ucational institutions. Since last January 
the company paid a total of $348,000 to 
32 educational institutions, four of which 
received money from the company for the 
first time. 

The basis of the assistance program is to 
give $4,000 to any private college or 
university for each of its graduates se- 
lected by the company for its graduate 
training program and who remains with 
Bethlehem for at least four months. The 
program attracted 87 such graduates in 
1959. 


son is immediate past president). 


Looking on (/eft) are Raymond H. 
Giesecke, treasurer, McGraw-Edison Com- 
pany (current president of the Chicago 
Control) and (at extreme right) Charles 
Z. Meyer, past president of Controllers 
Institute (1951-2) and vice president and 
comptroller of the First National Bank of 
Chicago. 
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Management Decisions and Taxes 


Mark E. Richardson, Partner 
Lybrand, Ross Bros. & Montgomery 
New York, New York 


Management Decisions as Affected 
by State and Local Taxation 


Thomas B. Noble, Treasurer 
Stockham Valves & Fittings, Inc. 
Birmingham, Alabama 


The Controller and Legal Aspects 
of Corporate Business 


Charles Eichenbaum, Sr. Member 
Eichenbaum, Scott & Miller 
Little Rock, Arkansas 


The Controller and Embezzlement 


R. L. Ballard, Special Auditor 
Liberty Mutual Insurance Co. 
Atlanta, Georgia 


The Controller Should Meet To- 
day's Challenges 


Dudley E. Browne, Vice President- 
Finance, Lockheed Aircraft Corp. 
Burbank, California 


PLUS 
Members Reception 


A Mardi Gras Party 
Events for the Ladies 
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EDGEWATER GULF HOTEL 
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Capital Expenditures Roundup 

Business investment in plant and equip- 
ment is continuing its gradual upward 
trend, according to recent reports by the 
Government and private agencies. The 
Department of Commerce and the Se- 
curities and Exchange Commission esti- 
mated 1959's figure at $32,641,000,000 
or 7 per cent greater than 1958's. 

McGraw-Hill’s survey indicated 1959's 
increase over 58 as 5.7 per cent and es- 
timated spending in 1960 would be 10 
per cent greater than in 1959. This study 
encompasses more spending than the Gov- 
ernment’s does, so the two are not di- 
rectly comparable. McGraw-Hill said part 
of the 1960 increase derived from slow- 
downs in 1959, caused partly by the steel 
strike. 

The National Industrial Conference 
Board put company appropriations for 
plant and equipment spending in the 
third quarter of 1959 at $1,786,000,000 
(based upon 500 reporting companies) — 
a 53 per cent increase over the third 
quarter of 1958. The NICB survey, pre- 
pared for Newsweek, measures industry's 
plans after they have become actual 
money appropriations. The other two 
surveys measure farther ahead, but on the 
basis of plans rather than appropriations. 

The NICB report attributes 1959's 
slow growth in appropriation approvals 
(as compared to 1955) in part to greater 
excess capacity at the beginning of the 
present recovery thereby causing a lag in 
the need for additional productive ca- 
pacity. 

A second and related reason is the 
technologically oriented nature of the 
current expansion with investment going 
into an increasing flow of “‘small’’ cost- 
cutting innovations—a change less likely 
to lead to bursts of capital expansion than 
is shortage of productive capacity. Thus, 
this may be a capital goods expansion of 
“greater duration, though less hectic, than 
earlier expansions.” 


Corporate Financing in ‘60 
to Top ‘59, Investment Men Say 
Corporations will do more financing in 
1960 than in 1959 and more of it will be 
through the sale of common stock, ac- 
cording to a majority opinion of delegates 
at the 48th annual convention of the In- 
vestment Bankers Association of America. 
Most said capital demands by industry 





olen 





will pick up in 1960 over 1959, assuming 
that labor troubles in the steel industry 
are resolved, and that the current high 
cost of money raised through bonds will 
induce more corporations to raise their 
cash requirements by selling stocks. 

A goodly minority, however, figure 


















1960's money-raising corporations will be © 
little changed from 1959 either in vol. § 
ume or the ratio between bond and stock 


financing. Almost none thought corporate 
financing in 1960 would be smaller ot 
that less of it would be represented by 
stocks as opposed to bonds. 


Management Attitudes Toward 
Graduate Business School Training 
The hiring of graduate business school 
trained men has increased in a three-to- 
two ratio compared with total executive 
hiring over the past decade, according to 
a Bruce Payne & Associates survey. 
Respondents reported a 64 per cent in- 


crease in total number of executives within © 


their companies since 1949 and a 118 per 
cent increase of executives with graduate 
business school training. 

Among the company presidents answer- 
ing the survey, only 20 per cent had such 
training, while the majority of respond. 
ents below company officer level wer 
business school graduates. 

In rating the importance of this train- 
ing when hiring new executives, manage 
ment answers showed the following de 
grees of importance in relation to the age F 
of the applicant: 20-30 years old—ver f 
important; 30-40—added plus; 40-50— 
rarely considered; and 50 and over—un- 
important. 


Jobless Pay Extension Made 
Permanent in Six States 

Six states have enacted permanent law 
which automatically extend benefits when 
unemployment reaches certain levels, a 
cording to Commerce Clearing Hous. 
The automatic extensions become opeti: 
tive, under prescribed conditions in each 
state, when the number of claimants 












reaches a stated percentage of the number 
of persons covered by the state’s unef 
ployment compensation law. The percent 
ages, based on formulas which vary 1 
each state, are: Illinois—4.375 per cent: 
California, Idaho and Connecticut—é ptt 
cent; Vermont—7 per cent; North Caro- 
lina—9 per cent. 
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riod in all six states is 26 weeks, five 


» of the new laws extend it an additional 13 


' weeks when the stated levels of unem- 


ployment have been reached. In North 


© Carolina, the extension amounts to eight 


; weeks. 


© Segmental Approach Recommended 


for R&D Management 


A company that seeks to apply ‘‘aggre- 
gate controls” (evaluating its whole pro- 


+ School of Business Administration’s book- 


let, Evaluating Research and Develop- 
ment: The Segmental Approach. While 


| the best system for planning, evaluating 
© and controlling a research program will 
| vaty in detail from company to company, 


every company needs to take a “segmental 
approach,” says this report. Quantitative 
measuring devices should be applied only 
to those segments of a program that can 
be evaluated quantitatively, with every 
other segment judged strictly on a quali- 
tative basis. 


Trend Toward Coordination 
of Product Planning 
at General Management Level 

The coordination of new product plan- 
ning is a marketing function in 43 per 
cent of the 252 firms surveyed by the 
American Management Association’s Mar- 
keting Division. In 41 per cent (102) of 
the responding firms, this is handled at 
the general management level and in 11 
pet cent (27 firms) by the director of re- 
search and development or engineering. A 
growing trend toward placing this respon- 


| sibility at the general management level 


was indicated by 61 per cent of the re- 
spondents who believed best results can 
be obtained when product planners Pe 
to general management—the president, 
general manager, or executive vice presi- 


| dent. 
1d—ver F - 


Industry to Step Up 


Executive Training 


_In asking 174 company presidents, 
Does management training pay off?”, 


| Dan's Review found that although some 


Although the normal maximum benefit 





of the executive training programs begun | 
since World War II have soured, most of 
the company presidents are still solidly | 
sold on management development and | 
generally in favor of expansion of this 
activity. 

Some of the major trends are more, not 
less, money for executive development; | 
more on-the-job training; a shift of re- | 
sponsibility from staff to line; a broader, | 
yet more discriminating choice of trainees ; 
and fewer lectures and ‘‘canned’’ pro- 
grams. 


Much of U. S. Industrial Machine 
Approaching Obsolescence | 
Sixty-two per cent of 240 companies in | 
the metal-working field reported they | 
were operating with some facilities that | 
were 11 to 20 years old, according to an 
Iron Age poll to ascertain the condition | 
of their equipment. Noting that this is 
way above the depreciation rates now used 
in Canada, England, Sweden and other | 
foreign countries, the magazine com- 
mented that this is “a sure sign of the 
growing age of the country’s industrial 
plant.” 


“Sick Pay” Ruling 
Sick pay exclusion tax treatment can | 
now be claimed by expectant-mother em- | 
ployes for the period of convalescence 
following delivery, according to a recent 
Internal Revenue Service ruling. The 
seven-day waiting period is waived when 
the delivery takes place at a hospital but 
not at home. 


Steady Customers | 
Seven out of ten American families | 
have incomes between $3,000 and $15,000 | 
and constitute the core of the consumer | 
market. These superconsumers spend about | 
94 per cent of after-tax income and save | 
about 6 per cent, a ratio which has re- | 
mained unusually stable in good years. 


Publicizing Annual Reports 

In a legal precedent defining the rights | 
of corporate directors, the Illinois Appel- 
late Court ruled that a company director 
has the right to have and keep a copy of 
the company’s annual audited financial re- 
port. 
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CHANGING YOUR ADDRESS? | 


Notice of change of address for THE CONTROLLER 
should be received in the editorial offices of THE CONTROL- 
LER, Two Park Avenue, New York 16, N. Y., before the 
first of the month to affect the following month’s issue. For 
instance, if you desire the address changed for your April 
issue, we should be notified of your new address before 
March 1. Be sure to include your postal zone as well as your 
old and new address. 









ORGANIZED 


Put Facts At Your Fingertips 


WHIRL-O-DEX 


the quality line of rotary card indexes 





STANDARD SERIES 


750 or 1500 card cap. 


EXECUTIVE SERIES 


750 to 3000 card cap. 








“250” SERIES 


Supplied with 250 cards 


TILT-DEX SERIES 


750 or 1500 card cap. 





WITH EXCLUSIVE “CARD LOCK” FEATURE 
Uniform “Card Lock” deep-cut punching 
holds all WHIRL-O-DEX file cards firmly on 
dual tracks, eliminates accidental “drop- 
out,” permits interchange of the same size 
cards (or smaller) from one WHIRL-0-DEX 
unit to another. WHIRL-O-DEX units come 
with a complete set of alphabetical index 
guides. Three sizes of cards are packaged 
separately. You buy just the cards you want. 
Six colors, ruled or plain, for convenient 
posting and color coding. 





CARDWAY CORPORATION Division of 
Cushman & Denison Mfg. Co., Inc., Carlstadt, N.J. 


Please send me complete catalog of the new 
WHIRL-O-DEX line of rotary card indexes 
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Company 
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pany, United States Lines, New York. 
_,, Federal Reserve Bank of Chicago, 
[ll., has named Laurence H. Jones vice 
resident and cashier. 

Willard D. Holt has assumed the re- 
sponsibilities of vice president and con- 
troller of Provident Mutual Life Insur- 
ance Co., Philadelphia, Pa. . . . Stanley 
8. Murray has added the duties of vice 
president to those of controller of the 
M. J. B. Co., San Francisco, Calif. Mr. 
Murray is very active in the affairs of 
Controllers Institute; he is a past presi- 
dent of the San Francisco Control and is 
























" currently a director of Region XII of the 
Institute. Mr. Murray is also General 
recently. § Chairman of the 1960 Annual Conference 
1e a pat of Controllers Institute to be held in San 
ork. . ..8 Francisco next October. 
Ill, haf# Kropp Forge Company, Chicago, Ill., 
, Jr. it has elected Fred E. Mussman treasurer 
is now™ and controller of the company... . 
ffairs oi} Horace R. Mustard was elected vice presi- 
vy, Pitt} dent-finance and controller of Pittsburgh 
president} Coke & Chemical Company, Pittsburgh, 
mntrolles§ Pa... O. J. Engle is now vice presi- 
y has be # dent and comptroller of Pullman-Stand- 
manage § atd, a division of Pullman Incorporated, 
ing Air Chicago, Ill... . William R. Phelan, 
sh. Mi vice president-treasurer of United States 
affairs off Fidelity & Guaranty Co., Baltimore, Md., 
ears andj} was elected secretary-treasurer of Fidelity 
Control; and Guaranty Life Insurance Company, 
region! a newly formed subsidiary. Mr. Phelan is 
a past president of the Baltimore Control 
of Controllers Institute. 
ce pres NEW CONNECTIONS .. . 
e Squat =Vann Meador has joined Davenport 
. GLB Hosiery Mills, Chattanooga, Tenn., as 
nptrolle'® treasurer and assistant secretary, succeed- 
w York ing Jack Wilkinson who has retired. Mr. 
becait§ Meador is active in the affairs of Con- 
us COM trollers Institute. He is a past president 
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MR. HOLT 


MR. MURRAY 


of the Chattanooga Control. . . . Richard 
C. Steel has been appointed vice presi- 
dent in charge of fiance of the New 
York Herald Tribune. ...tadd S. 
Wagner has become controller of Clinton 
Engines Corporation, Clinton, Mich. 
...+ Francis J. Palamara was elected 
comptroller of James Talcott, Inc., New 
York. 

R. K. DiVall is controller of American 
Hospital Supply Corporation, Evanston, 
Ill... . The election of Frederick E. 


Burnham as vice president-finance of 


Chance Vought Aircraft, Inc., Dallas, 
Texas, 


was announced recently... . 








MR. PHELAN 


| Obituary 





MR. BUJOLD 





Rudolph Epstein has assumed the respon- 
sibilities of vice president and controller 
of Gruen Industries, Inc., New York. 

Frank X. Bujold recently became general 
manager of Frauenthal Division, Kaydon 
Engineering Company, Muskegon, Mich. 

. . Dermott Noonan was appointed 
treasurer of Federal Paper Board Com- 
pany, Inc., Bogota, N. J. . . . United 
States Pool Corporation, Newark, N. J., 
announced the appointment of Thomas 
J. Corbally as vice president-finance. 

San Diego Imperial Corporation, San 
Diego, Calif., has named John R. Russell 
assistant vice president. 





DANIEL J. HENNESSY 


Second President of Controllers Institute 
First President of Controllership Foundation, Inc. 


DANIEL J. HENNESSY, 
76, second president of Con- 
trollers Institute and former 
president and director of the 
Jamaica Water Supply Cor- 
poration, Jamaica, N. Y., 
died in Dallas, Texas, on 
December 23, 1959. Mr. 
Hennessy retired on Decem- 
ber 31, 1958 after serving as 
president of the utility 
organization for 13 years. 

He was widely known as an expert in 
utility financial management and for a 
time in his early career taught and lec- 
tured on the economics of public utilities, 
regulation, valuation, rates, finance and 
accounting at the University of Pittsburgh. 
For many years he served on the advisory 
committee on Industrial Engineering of 
the School of Industrial Engineering of 
Columbia University and on its Institute 
for Research in the Management of In- 
dustrial Production. He was a sponsor of 
the Columbia University Engineering 
Center. 

Born in Ireland, Mr. Hennessy was 
educated in European classical schools, 
Brookline (Mass. ) High School, Pace Col- 
lege and Alexander Hamilton Institute. 
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He was associated with 
Stone & Webster, Inc., for 
a number of years in capaci- 
ties of secretary, assistant 
treasurer and treasurer for 
various utility subsidiaries in 
the Southwest and with the 
Philadelphia Company and 
subsidiaries at Pittsburgh 
where he had the adminis- 
trative direction of finances, 
taxes and regulatory matters 
in connection with electric, oil, natural 
gas, coal, railways and motor coach prop- 
erties. He was associate controller of the 
Long Island (New York) Lighting 
Company and its subsidiaries for a num- 
ber of years. 

Mr. Hennessy, who held membership 
certificate #50 in Controllers Institute, was 
national president for the 1933-34 term 
and also served as the first president of 
Controllership Foundation, research arm 
of the Institute, which he helped organize. 
He was a past president and a director of 
the Technical Valuation Society of New 
York and the American Society of Ap- 
praisers, and served as economist for gas 
and electric companies in original cost 
appraisal and valuation studies. 
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Personal Notes (cowinued) 


NEW DIRECTORS .. . 


The following have been elected to 
the boards of directors of their com- 
panies: William R. Thomas, vice presi- 
dent-finance, Cutter Laboratories, Berke- 
ley, Calif.; Durand B. Blatz, vice presi- 
dent and treasurer, International Silver 
Company, Meriden, Conn.; E. G. Higdon, 
vice president and comptroller, The May- 
tag Company, Newton, Iowa. 


NEW APPOINTMENTS .. . 


Robert A. Miller, vice president and 
controller of the State Mutual Life As- 
surance Company of America, Worcester, 





Mass., has been elected president of the 
Worcester Taxpayers Association. .. . 
Charles W. Tucker, management consult- 
ant, Washington, D. C., has been ap- 
pointed to the following committees: 
Management Services by CPAs of the 
AICPA and Committee on Cooperation 
with Other Professional Associations of 
the Federal Government Accountants As- 
sociation. . . . Willard E. Roberts, secre- 
tary and treasurer of the Carpenter Steel 
Co., Reading, Pa., has been appointed to 
the Pennsylvania Advisory Board of the 
American Mutual Liability Insurance Co., 
Hartford, Conn. 

Paul A. Kircher, associate professor of 
accounting, University of California, Los 
Angeles, Calif., was re-appointed to the 
editorial advisory board of the AICPA. 














HOLD DOWN 
‘LEET COSTS 
with 


INVESTMENT-FREE 
LEASING! 


Buying and maintaining a fleet of cars is like an iceberg—most of 
the expense is below the surface where you never see it! Above the 
waterline is your non-productive investment in physical equipment; 
below are all the costs of maintenance, taxes, licenses, insurance, 
interest and the cost of administration and supervision. 

When you lease from Curry Auto Rental, non-productive capital is 
released for income-producing operations. You pay for your entire 
fleet, regardless of the number of units, with one monthly payment 
covering all costs other than gas and oil! 

C.A.R.’s experience with hundreds of fleets and individual units has 
proven that leasing provides a more accurate, less costly means of 
supplying all transportation, whether for sales and executive use 


or for transporting and delivery. 


You, too, can benefit by leasing your transportation. Learn all the 
advantages of leasing; let our representative analyze your trans- 


portation costs—write or phone... 


YOU GAIN 

... freedom of non-productive capital 

.. improved cash position and 
working capital 

... tax advantages 

...@ Safe, modern fleet 

.. complete control of your 
transportation 





now! 


YOU ELIMINATE 
... Maintenance and depreciation 
problems 
... cost uncertainties 
... disability time-loss 
... ownership responsibilities 
.. supervisory and administrative 
overhead 
... over-age transportation 
.. insurance problems 


CURRY AUTO RENTAL, inc. 


728 Central Avenue « Scarsdale « New York « SC 5-3500 


In Miami, Florida, call FR 1-6411 


A nationwide leasing service with no delivery charges! 















. . Irving D. Dawes, retired vice prey. 
dent and treasurer, Virginia-Carolin, 
Chemical Corporation, Richmond, Va, js 
serving as secretary-treasurer of the Uni. 
versity of Virginia Graduate Busines; 
School, Charlottesville, Va. 

T. G. Redman, comptroller, Swift % 
Company, Chicago, IIl., was elected chair. 
man of the Advisory Council on Federal 
Reports. Mr. Redman is one of three rep. 
resentatives of Controllers Institute on the 
Council; also serving are Lisle W. Adkins, 
comptroller, General Dynamics Corpom. 
tion, New York, and L. E. Robertson, as. 
sistant treasurer, Sperry Gyroscope Co, 
Division, Sperry Rand Corporation, Great 
Neck, N. Y. Other sponsors of the Ad. 
visory Council on Federal Reports, which 
advises the Bureau of the Budget on 
methods of improving government ques. 
tionnaires, reporting business peace 
and statistical programs, are the Ameri. 
can Retail Federation, American Society f 
of Association Executives, Chamber of 
Commerce of the U. S., and the National 
Association of Manufacturers. 


tia 


COMPANY CHANGES... 


Harry G. Bowles was elected controller 
of Burroughs Corporation, Detroit, Mich. 
He had been plant manager of the Mittag 
Division in Park Ridge, N. J. . . . Rus 
sell M. Braund has been appointed admin- 
istrative vice president-accounting of 
United States Steel Corporation, Pitts. 
burgh, Pa., and James L. Ortner has been 
appointed vice president-accounting. 


SPEAKERS .. . 


William G. Hodupp, president, Toledo 
Home Mortgages, Inc., Toledo, Ohio, was 
a panelist on “Business Management and 
Financing’’ at the Annual Home Builders 
Convention and Exposition, at Columbus, 


Ohio. 


AUTHORS ... 


Robert B. Curry, vice president and 
comptroller, Southern Railway System, 
Washington, D. C., is author of “The 
Public Administrator as a Professional 
Manager,” published in Advanced Man- 
agement, December 1959. The article is 
based on an address by Mr. Curry before 
the Cleveland Chapter of the American 
Society of Public Administration. . .. 
Edward G. Rider, vice president and 
comptroller, Citizens National Bank, Los 
Angeles, Calif., is author of an article in 
the December issue of Auditgram en- 
titled “Planning for Profits.” . . . The 
January 1960 Journal of Accountant) 
carried an article on “The Changing Role 
of the Controller” by Douglas L. Hamil. 
ton, controller, Home Electronics Dt 
vision, Sylvania Electric Products, Inc, 
Batavia, N. Y. . . . The same issue also 
had an article on “Improving Auditor- 
Client Cooperation” by Ralph E. Wilgus, 
treasurer and controller, Rhodes, Inc. 
Atlanta, Ga. 
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No Formula for Reducing Labor Turnover 
But Helpful Devices Cited 


coMPANY looking for a blueprint to 
A follow in reducing its labor turnover 
tate is “doomed to disappointment,” re- 
ports Dr. Frederick J. Gaudet in “Labor 
Turnover: Calculation and Cost,” a new 
American Management Association study. 

Techniques for reducing labor turnover 
that have been reported as successful in 
one company almost invariably will be re- 
ported as failures in another company, he 
observes, and the findings of one re- 
searcher often will contradict the findings 
of another. 

However, a number of devices have 
been credited with reducing turnover in 
a sufficient number of cases to warrant at- 
tention. Among them are selection de- 
vices such as the weighted application 
form and psychological testing, on-the- 
job methods such as better training tech- 
niques and more effective communication, 
and devices aimed at finding out why em- 
ployes leave the company. 

Dr. Gaudet points out that although 
psychological tests for industrial situa- 
tions generally have not been constructed 
to reduce turnover, they apparently have 
been quite successful when used for this 
purpose. He reports on a number of studies 
that have demonstrated the effective use 
of intelligence tests in reducing turnover. 

The effects of good training methods on 
turnover is seen in the study of a company 
that had a particularly high turnover rate 
during employes’ first three months on the 
job. The closer an employe came to reach- 
ing the “standard rate” the more likely he 
was to quit. An analysis of the problem 
revealed that new employes had no way of 
knowing how well they were advancing. 
They were told only that they were ex- 
pected to reach the standard rate after a 
certain number of weeks. Setting weekly 
goals resulted in a turnover drop of more 
than 50 per cent among these employes. 

Another case discussed in the report 
deals with a turnover problem in one firm 
resulting from poor downward communi- 
cation on company policy on merit in- 
creases. The problem was solved with the 
investment of a few hundred dollars in a 
new pamphlet describing the policy. Dis- 
cussion of the pamphlet with employes by 
members of the personnel department 
paid off in a sharply decreased turnover 
rate. Dr. Gaudet remarks, “If an incentive 
program is not understood, it is certainly 
not working. So, full and ee in- 
doctrination on such company policies is a 
good preventive measure, particularly 
where wage incentive plans are at all 
complicated.” 

The hard part of attacking the labor 
turnover problem is finding out why em- 
ployes leave. The ‘‘exit interview’ (one 
that takes place when the employe leaves 
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the company) can be used to obtain this 
kind of information. It can serve a two- 
fold purpose: to salvage some intended 
“quits,” and to provide information to 
top management as a basis for corrective 
action. 

The main job of the exit interviewer is 
to find out the real reason a worker has 
decided to quit. This means sifting through 
the reasons given by an employe who may 
not want to reveal his true reasons or who 
may not really know what his reasons are. 
Two hazards of exit interviewing are the 
human tendency of employes to give so- 
cially acceptable answers rather than risk 
“tattling” or a bad reference, and the lack 
of skill of many interviewers. 

A relatively new technique that has pro- 
duced significant information about why 
workers quit is the ‘‘post-terminal inter- 
view,” in which workers who have been 
separated are asked on a questionnaire to 
state again their reasons for leaving. A 
study cited in the report showed that in 
one company the reasons given for quit- 
ting at the time of the exit interview 
were largely due to external factors—other 
employment, leaving the state, military 
service, etc. The post-terminal question- 
naire revealed, however, such factors as 
poor pay, bad supervision, and slow ad- 
vancement—all of which are “internal” 
or subject to management control. 

The effect of economic conditions on 
labor turnover cannot be ignored, Dr. 
Gaudet emphasizes in the report. ‘Unless 
we look at economic conditions, or at na- 
tional or regional changes in rates of 
labor turnover, we are very likely to 
ascribe an improvement to the technique 
or device we introduce, when the im- 
provement actually may be due to lower- 
ing of economic conditions. Almost any 
method introduced to reduce turnover at 
the beginning of a dip in the business 
cycle will probably show a lowering of 
turnover.” 


Expense Sheets Mostly Unpadded 

Most businessmen shun expense-account 
padding, according to witnesses before 
the House Ways and Means Committee. 
While conceding that abuses exist, they 
contended the great majority of business 
executives bent so far backward on their 
expense accounts that they usually wound 
up with a loss. For this reason, they be- 
lieved Congress should not impose any 
additional limitations on income tax de- 
ductions of reasonable ordinary and nec- 
essary business expense. The Ways and 
Means Committee heard arguments on 
business deductions as one phase of a 
preliminary study of possibilities of a 
broad income tax reform. 
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RATES: $5.00 per inch or fraction thereof each 
insertion. 50¢ each additional line. Payable in 
advance. Allow approximately 40 words to the 
1 column-wide inch including 2 words for box 
number. Closing date 10th of preceding month. 


Address box number replies to 
THE CONTROLLER 
Two Park Avenue, New York 16, N. Y. 
Replies will be forwarded. 





SITUATIONS WANTED 





CONTROLLER 

ASSISTANT CONTROLLER 
CPA, 20 years’ public and private accounting 
experience in multiplant operations in out- 
standing companies. Controllership duties, su- 
pervision, corporate administration, IBM, 
budgets, systems and procedures, cost systems, 
statements, etc. Proven ability and progress. 
Presently employed. Age 39. Box 2424. 


INACTIVE (retired) MEMBER CIA 
New York City Control 
Tired of catching up on reading. Can be very 
useful in special situations, emergencies, etc., 
even longer time. Box 2430. 


COMBINATION 

Controller Assistant or Divisional 
and Contract Administrator 
Broad accounting, cost control, administrative 
background national multiplant manufacturer 
industrial, government and consumer product. 
Nine years divisional controller top account- 
ing responsibility, five years government con- 
tract administrator, two years production 
management. Growth training available me- 
dium-sized organization. Can relocate. Box 
2432. 


CONTROLLER 
Multicorporate firm. Fifteen years’ industrial 
experience. Early experience emphasized cost 
and management service. Six years as chief 
financial officer. Desires equivalent position, 
with potential, in a progressive organiza- 
tion. Prefer manufacturing. Box 2433. 


MANAGEMENT ACCOUNTANT 


Controller, Scottish trained accountant, pro- 
fessionally qualified, over 20 years’ diversified 
experience including profit planning, fore- 
casting, budgetary and cost control, standard 
costs. Experienced in application of direct 
costing. Presentation and interpretation of 
financial and operating results for manage- 
ment. Box 2434. 


CONTROLLER 

B.S., 20 years’ practical industrial experience 
(including multiplant). Last 10 years at pol- 
icy-making level. All phases of accounting 
controls, systems and procedures, IBM appli- 
cations, budgets, cost reduction, financial 
planning and administration, and taxes. Will 
relocate. Box 2435. 


FINANCIAL VICE PRESIDENT 
or 
SECRETARY-TREASURER 
Wall Street, banking, SEC and international 
background. Age 40. Salary requirement— 
$25,000. Box 2436. 





NOTE: THE ConTROLLER reserves the right to ac- 
cept, reject or censor classified copy and takes no re- 
sponsibility for the people contacted through this col- 
umn nor does it guarantee any item bought or sold. 
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Issues at the Heart of the 1961 Budget 


(Continued from page 71) 


term obligations is higher than on longer- 
term obligation—as it is at present. 

The third effect of the 414 per cent 
limitation is that it results in the creation 
of inflationary pressures. Short-term ob- 
ligations of the Federal Government are 
substantially more liquid than long-term 
obligations which tend to be held for 
long periods of time. Short-term obliga- 
tions are more like currency in that they 
are more easily available to finance de- 
mand for goods and services. Thus the 
greater the amount of government short- 
term securities outstanding, the greater 
the pressures for inflation. 

In the words of the President’s Budget 
Message: 


To make possible prudent and flexible 
management of the public debt, to permit 
sale of a modest amount of intermediate 
and longer-term bonds when market condi- 
tions warrant such action, and to keep the 
average maturity of the debt from con- 
stantly shortening, it is imperative that the 
Congress immediately act to remove the 
42-year-old 44 per cent limitation on in- 
terest rates on government securities matur- 
ing after five years. 


Notwithstanding this, the Congress de- 
clined to act on a similar proposal of the 
President last fall. 

9. General Government. The not-in- 
considerable but still relatively small 
planned expenditures for general govern- 
ment will also increase in 1961, largely 
for two reasons. 

In the first place, it is planned to spend 
about $29 million more to strengthen 
enforcement programs in the Internal 
Revenue Service, including the addition 
of enforcement personnel and the initia- 
tion of the use of electronic equipment to 
insure broader checks on the correctness 
of reported income and other aspects of 
tax computation. These developments will 
be welcomed by controllers across the Na- 
tion; they are well aware of the prob- 
lems of tax enforcement and of the need 
for using the most up-to-date equipment 
and staff in this undertaking. 


Secondly, there will be additional e. 
penditures in 1961 to provide for plan. 
ning and construction of office space 
which will insure more economical and 
efficient operation of many federal agen. 
cies. 

Of course, in an activity the size of the 
Federal Government of the United States 
the demand for additional or better office 
space is almost insatiable; the problem is 
to select the most pressing and most 
promising cases, and satisfy them 4s 
promptly as is practicable. It is the te. 
sponsibility of the General Services Ad. 
ministration to do that. 

The issues here seem relatively small, 
but they reflect the fact that central gov. ( 
ernment, for better or for worse, is § 
growing and that is an issue of major & 
consequence to us all. 


SUMMARY 

The issues which are raised in the 
budget for 1961—and the ones mentioned 
here are only some of them—are all 
matters which affect everyone of us as 
members of the American electorate. 

The consequences of the decisions 
which are or are not made with respect to 
each of them will affect some of us now 
and all of us—or our successors—later on. 

We will not say that the immediate 
budgetary consequences of decisions made 
with respect to these issues transcend in 
importance all other considerations in the 
scale of values; it does seem apparent, 
however, that for many years the im 
portance of fiscal integrity in federal af- 
fairs was rated rather low, and the result- 
ing federal debt and its inflationary 
influence are beginning to be seen as 
forces to be given adequate recognition 
in the scheme of things. 

And “adequate recognition” means, in 
times like these, substantial payments 
toward reduction of the federal debt, and 
deferral of both tax reduction and the 
wholesale starting of new programs in- 
volving further spending. Financially 
oriented people accept these as wholly 
reasonable goals of national policy. 
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